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Accounting News And Trends 


The Fund Statement 

The increased popularity of the state- 
ment showing the source and applica- 
tion of funds is shown by a survey re- 
ported in THE Loutsiana CPA (October 
1957). At the present time 61 per cent 
of the members replying to the ques- 
tionnaire include such a statement in 
nearly every report they prepare. The 
survey also showed that ten years ago 
only 32 per cent prepared this type of 
statement. 

The titles used for the statement vary 
but the most popular (over 42 per cent) 
was “Statement of Sources and Applica- 
tions of Funds.” Practically all the titles 
(92 per cent) contain the word “fund.” 
One notable exception was furnished by 
a straight-talking CPA who entitled his 
product “Where Got—Where Gone 


Statement.” 


Drop Material 


The following ruling of its Committee 
on Professional Ethics was published 
in its bulletin by the Michigan Associa- 
tion of CPAs (January 1958). 


“A member shall not directly or in- 
directly cause or allow to be issued or 
released material commonly known as 
drop material which bears his name as 
a certified public accountant, or bears 
his firm name when it is a firm engaged 





AccounTING News AND TRENDS is con- 
ducted by Cuartes L. Savace, C.P.A. 
and member of the New York Bar. He 
is presently serving as chairman of our 
Society’s Committee on Members in the 
Field of Education. 

Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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in public accounting. Drop material 
consists of items such as pencils, rulers, 
matches, calendars, scratch pads, note 
paper, memorandum books and any 
other material designed to gain recog. 
nition of the name of the issuer.” (Rule 
10) 

Practitioners become irritated when 
material bearing the name of another 
practitioner comes, directly or indi- 
rectly, into the possession of a client, 
Such material is a common form of 
advertising for commercial enterprises, 
The Committee made this ruling in an 
attempt to “reduce petty irritations 
within the profession and to avoid use 
of a form of advertising which appears 
to be beneath the dignity of the pro- 
fession.” 


Softening the Disclaimer 

An article of particular interest to 
CPAs with smaller clients appears in 
the February 1958 BULLETIN of the 
Georgia Society of CPAs (“Application 
of AIA Bulletin No. 23 to Audits of 
Small Businesses” by Leo J. Léonard). 

In one section of this article the 
author discusses the report prepared by 
a small practitioner who has engaged in 
considerable analysis of the books and 
records of his client in order to be sure 
that all necessary adjustments are made 
for the preparation of financial state- 
ments and tax returns. In addition, this 
accountant has been working with this 
client over a period of years and main- 


tains an almost continuous contact with | 


the business. A disclaimer of opinion 
must, however, be rendered because the 
examination was not of sufficient scope. 
But since the analysis of the records 
has been quite extensive, there is 4 
tendency for the accountant to soften 
this disclaimer with some such statement 
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OWNER-MANAGERS DON'T WANT 
PENSIONS! va never retire) 


Key people run their business. 


e They turn management over to sons or 
other successor family members. 


e They sell out to another firm. 
e They liquidate their business. 


THEIR OBJECTIVES: 


TAX-FREE PROFIT ACCUMULATIONS 
CAPITAL GAINS TAXES ONLY 





| SHOW YOUR CLIENTS HOW: 


DEFERRED COMPENSATION TRUSTS 
PERMIT TAX-FREE ACCUMULATIONS OF 
100% CORPORATE PROFITS FOR THEIR 
ESTATES OR THEMSELVES. 


Their only tax: Capital Gains on Distribution 


ARTHUR V. YOUNGMAN & 
ASSOCIATES, INC. 


135 BROADWAY, NEW YORK 6, N. Y. 


MUTUAL BENEFIT LIFE 


INSURANCE COMPANY, NEWARK, NEW JERSEY 
ARTHUR V. YOUNGMAN, General Agent 


Department “KH” 
ARTHUR V. YOUNGMAN & ASSOCIATES, INC. 
135 Broadway, N. Y. 6, N. Y. 


| | 
| Please send me further information on the financial advantages | 
l of a deferred compensation trust. l 
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Our 19th Year 


Serving all industries 


“I can help you secure 
Dependable 
hard-to-get male and 
female personnel” 


Our highly skilled staff 
of personnel special- 
ists can solve your 
clients’ every need 


from 
CONTROLLER 
to Office Boy 


from 
Sales Manager 
to Sales Trainee 


For prompt, efficient 
service, call 


BRyant 9-7664 


Shirley Schnuer 
Licensee 


Wm. Schnuer 
Licensee 


EMPLOYMENT AGENCY 


100 West 42nd St. 
New York 36 
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as: “However our examination discloses 
nothing that would cause us to question 
in any material respect the daia pre. 
sented herein.” 

The author questions the addition of 
this phrase, pointing out that if a CPA 
states he has examined the books and 
records and has found nothing that 
would cause him to question in any 
material respect the data presented in 
the statements, then most readers would 
be inclined to consider the disclaimer 
a mere technicality. Since the purpose 
of the disclaimer is to require that the 
CPA clearly state the degree of respon- 
sibility he is taking for the statement, 
it seems that such statements should 
certainly never be used where appro- 
priate or required auditing procedures 
were not applied no matter how exten- 
sive an analysis of the records was 
made or how carefully the statements 
were prepared. 

The fact that some auditing pro- 
cedures were employed and _ others 
omitted does not really alter the situa. 
tion. The CPA should make it clear 
that his examination was not of suf- 
ficient scope to constitute an audit such 
as would enable him to express an over- 
all opinion. 

The author suggests this additional 
wording if the CPA does not wish to 
limit himself to a simple disclaimer: 
“Our examination was not of sufficient 
scope as would be required to express 
any opinion as to the fairness of the 
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representations contained in the state- 
ments. Our review of the records, how- 
ever, did not indicate the existence of 
any matters requiring correction other 
than those for which we made adjust- 
ments in preparing the statements.” 


Influence of the Law On 

Accounting Reports 

In 1955 the law of Ohio was revised 
to require a corporation which acquires 
its own stock, whether or not the stock 
is retired, to reduce the stated value of 
the class of shares acquired by the 
stated value of the acquired stock. The 
excess of the cost of the stock acquired 
over its stated value is charged to the 
appropriate surplus account(s); any 
excess of stated value over cost is cre- 
dited to capital surplus. The law pro- 
vides that “Profits and gains from trans- 
actions in shares of the corporation do 
not constitute a part of earned surplus; 
losses from such transactions may be 
charged against capital surplus result- 
ing from profits and gains from such 
transactions, and any balance of losses 
shall be charged against earned sur- 
plus.” 

The Research Department of Arthur 
Young & Company reports in that com- 
pany’s Journal (January 1958) that of 
15 Ohio corporations having treasury 
stock, ten changed their accounting to 
comply with this revision. Of the re- 
mainder, two had previously treated 
treasury stock as a reduction of the 
stated value of outstanding shares, and 
three continued to treat treasury stock 
as a deduction at cost from the total 
stockholders’ equity. 


Junior Accountants and Professional 

Growth 

Many firms offer ample opportunity 
to the junior accountant to achieve pro- 
fessional growth and development but 
it is the efforts of the ambitious junior 
on his own behalf that will determine 
the rate of his advancement. Certain 
suggestions to help such a junior are 


made by Charles G. Walker in “Re- 
1958 


sponsibility of the Junior Accountant 
For His Professional Development” 
(ArTtHUR Younc JouRNAL, January 
1958). 

While in the office, maximum use of 
unassigned time should be made to pur- 
sue a definite review and study pro- 
gram. The office library will supply 
technical magazines, Institute bulletins 
and many reference books. A further 
study of the firm’s handbook and in- 
ternal control questionnaires repays the 
effort expended. Finally, the working 
papers and reports of actual firm audits 
can be reviewed and analyzed for form 
and content. 

While working on audits, the junior 
might well consider these points: 

1. Practice decision making. For 
every problem the junior brings to the 
senior’s attention, a decision, even if 
only mentally, should be reached by the 
junior. He should then review his own 
decision in the light of the decision 
reached by the senior. 

2. Gather complete facts. It should 
be a matter of pride with a junior to 
present all pertinent facts and questions 
on a particular matter to the senior at 
one time. He should so group his ques- 
tions and his facts that a senior can re- 
view them once and not have to re- 
consider the matter at a later time. 

3. Review own working papers be- 
fore submission to the senior, consider- 
ing such items as: 

(a) Are they mechanically complete, 
date, initials, etc.? 

(b) Are figures or other facts cross- 
referenced or indexed and do computa- 
tions tie into other work papers? 

(c) Has there been needless work? 
Could the job be done better next year 
by changing procedures or redesigning 
some workpapers? 

(d) Could the client’s staff have as- 
sisted in the preparation of more of 
the workpapers? 

4. Review the “why.” The junior 
should critically consider each _pro- 
cedure he followed in the audit to make 
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sure he knows the reason behind it. He 
may have to consult with the senior 
(probably during a coffee break, at 
lunch, or after working hours) or en. 
gage in outside reading, but to advance 
the junior must have complete knowl. 
edge of these reasons. 

While off the job it is necessary for 
the junior to participate in professional 
activities sponsored by the AICPA and 
state societies. This is the best way to 
keep abreast of current developments 
and to be stimulated by the thinking of 
fellow members of the profession. 


Reporting Practices 

A comparison of financial reporting 
practices in the United States and Can. 
ada reveals some interesting differences, 
ACCOUNTING TRENDS AND TECHNIQUES 
(Eleventh Edition, 1957) and FINANCIAL 
REPORTING IN CANADA (Second Edition, 
1957) prepared by the national account- 
ing organizations of the respective coun- 
tries, summarize current _ reporting 
practices. Together, these books offer 
nearly 400 pages of tables, descrip- 
tions, and comments based upon the 
reports of 300 Canadian and 600 US. 
corporations. A few items noted were: 

1. Title of Income Statement. The 
title “profit and loss statement,” al- 
though declining in Canada, is still used 
by 61 per cent of the companies. In the 
U.S. only about 7 per cent use this title 
while nearly 60 per cent use the term 
income statement. 

2. Earned Surplus. In Canada nearly 
two-thirds of the companies continue 
to use the designation “earned surplus” 
while in the U.S. less than 40 per cent 
use this term. The phrase “retained 
earnings” has come to be used in over 
50 per cent of the reports of US. 
companies. 

3. Report Titles. In Canada the title 
of “auditor’s report” is used practically 
exclusively. In the U.S. this term is 
used only about 17 per cent of the time. 
Here there is no uniformity, but “ac- 
countant’s report” is the most popular. 
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An Adirondack View 


The BD Game. Listen, my CPA 
readers, and you shall hear, not about 
the activities one night of Paul Revere, 
but about an evening spent playing a 
new Business Decision Game. It was 
quite a ride. 

You may have read about this game 
ina recent issue of ForTUNE. Military 
war games seem to be the father of the 
idea. The AMA, and others, are mother- 
ing it. And here in the Adirondacks, 
where the AMA is where Trudeau San. 
was, the game is now a lusty youngster. 

Eighteen local men played this BD 
game on the 9th of April,—three com- 
peting companies with six men in each. 
We started with our company’s financial 
and production facts, and a few normal 
facts about the industry and our com- 
petitors. Each quarter we got a report 
and made decisions for the next quar- 
ter—production volume, price, 
plant expansion, marketing expense, 
product research and development, mar- 
ket research information—six _ basic 
things. Ten minutes for each group of 
six men to decide and agree. Then the 
decisions of each company went to the 
game leaders, cards were punched, the 
IBM hummed, the printer clacked. Mean- 
while, each team of six brains got ready 
to get its results and do some more de- 
cision making. ‘ 

Yes, you get a real ride. And, like 
Paul Revere, you have to think and act 
fast—and minimize the talk. 


sales 


Leonarp HoucuTton, CPA 
Saranac Lake Branch of 
“The Adirondack Chapter” 
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“’'m available for employment 


. . - I’m an Accountant. 
Of course, I’m registered 
at the MAXWELL 
AGENCY.*’ 


Typical of the many screened 
Accountants, Bookkeepers 
and other office personnel 
available through Maxwell 
Employment Agency. List 
your requirements. Expect 
unusually good results. 


MAXWELL. 


employment agency 
130 W. 42 St., N.Y.C. 36, N.Y. LOngacre 4-1740 
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Letters to the Editor 


Some Practical Considerations on Union 
Welfare Fund Accounting 

I have read the article by Mr. Ray- 
mond Buchbinder entitled “Union Wel- 
fare Funds” (THE New York CErtTI- 
FIED PusLic ACCOUNTANT, February 
1958) with a great deal of interest since 
I am the administrator of a national 
health and welfare fund which is op- 
erated by an international labor union. 
All in all, it is quite comprehensive and 
accurate, but I would like to offer a 
few modifications based on my experi- 
ence in this field. 

I have been informed by the New 
York State Compensation Board that 
where an insurance carrier is author- 
ized to provide disability insurance 
coverage, the health and welfare fund 
is not required to file Form DB 801 and 
the employers are not required to file 
Form DB 802. I understand that the 
insurance carrier is required, in such 
cases, to file their own form disclosing 
pertinent facts for such coverage. This 
is true even if the health and welfare 
fund is self-insured for other benefits 
under their plan. 

The section of the article on 
discusses the question of filing Form 
990 for welfare funds, but it is not very 
clear as to how it should be done. The 
form for 1957 permits health and wel- 
fare funds and local union operating 
results to be both reported on the same 
Form 990. Previously, each had to file 
separately. This, of course, applies only 
when the local union or the national or 
international union also operates the 
health and welfare fund. 

A point that is very important in the 
administration of a health and welfare 
fund is how to prevent applicants for 
benefits from receiving both unemploy- 
ment insurance (or compensation) and 


“Taxes” 
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benefits under a welfare plan. If pos. 
sible, I try to obtain an applicant’s un. 
employment insurance book, or contact 
the employer’s bookkeeper in a ques 
tionable case, but the problem does exist 
and this is one point on which I would 
invite further discussion. 

Most of the union welfare funds in 
operation today are administered by 
local unions. I am currently in the 
process of setting up a national health 
and welfare fund comprising as many 
local union welfare funds as can expe- 
ditiously be affiliated at this time. The 
problems in this field are numerous and 
involved and I hope at some future date 
to prepare a technical article on the 
subject. 

Jack N. Tracer, CPA 
New York, N. Y. 


Union Welfare Funds and the 
Taxability of Vacation Payments 


Raymond Buchbinder is to be con 
gratulated for his scholarly article in 
the February, 1958 issue dealing with 
union welfare funds. He covered the 
subject thoroughly in a specialized field 
of auditing which has long needed an 
article of this calibre. 

I should like to supplement Mr. 
Buchbinder’s statement that the amount 
that the empioyee receives in benefits 
does not constitute taxable income to 
him. This is true with respect to medi- 
cal benefits received by employees. How: 
ever, there are plans in existence which 
provide for the payment by a vacation 
fund of vacation allowances to em- 
ployees, and the Internal Revenue Serv- 
ice has recently ruled (Revenue Ruling 
57-316) that under certain circum: 
stances such payments received by the 
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employee constitute additional wages 
for federal employment tax purposes, 

Some further interesting points are 
brought out in this ruling concerning 
the employer’s tax responsibility and 
liability as a result of these payments, 
According to this ruling, the trustees of 
the vacation fund are responsible for 
the withholding of Federal income tax 
from the vacation allowances paid to 
each employee, but the persons for 
whom the recipients of vacation allow. 
ances actually performed the services 
are responsible for the payment of the 
taxes under the Federal Insurance Con- 
tributions Act and the Federal Unem-. 
ployment Tax Act. 


RosBerT KRANZLER, CPA 
Hempstead, N. Y, 


Workmen’s Compensation Insurance, 
Taxation and Union Welfare Funds 


Some Comments by the Author 


In the letter written by Mr. Jack N, 
Trager the question is raised as to the 
requirement that the plan qualify with 
the Workmen’s Compensation Board 
(N. Y.) by filing Form DB 801 and 
the contributing employers filing form 
DB 802. I rechecked this with the 
Workmen’s Compensation Boafd and 
they concurred that the manner in 
which I stated it, is in accordance with 
the law. Where a policy holder is other 
than the employer, the policy holder 
must qualify by filing DB 801 and the 
employer files DB 802. Failure to do 
so would require the employers to carry 
their own coverage, which could be a 
duplication of the welfare plan’s cover- 
age. 

In answer to his statement as to Form 
990, an employer-employee welfare plan 
is a separate entity from the union or 
its employers and receives its own ex- 
emption under Sec. 501 (c) (9). Its 
funds, as stated in my article, must be 
kept separate in accordance with the 
Taft Hartley Act and, therefore, the 
Form 990 which is filed can only be 
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for the plan itself and cannot include 
any of the union’s figures. However, if 
Mr. Trager is referring to a union 
which operates its own plan as a part 
of the union itself, then it would file 
Forn 990 for the complete union 
operation. 

In Mr. Robert Kranzler’s letter men- 
tion is made of the taxability of vaca- 
tion allowances. He is correct in that 
such amounts are taxable as wages to 
the recipient, but they are paid from 
a separate fund, usually a vacation 
fund, and not a health and welfare plan. 
The Treasury Department does not con- 
sider a vacation plan an exempt or- 
ganization under Sec. 501 and requires 
that funds file as a trust. It is doubt- 
ful under their present rulings that a 
welfare fund could receive an exemp- 
tion and include among its welfare 
benefits, payments for vacation allow- 
ances. 


RAYMOND BucHBINDER, CPA 
New York, N. Y. 


Uniform Reporting Forms for 
Employee Welfare Funds 
To accountants confronted at this 
time of the year with a myriad of forms 
required by various federal, state and 
local authorities, it may come as wel- 
come news to learn that governmental 


agencies do have an interest in uni- 


formity of reporting procedures. 

A number of states have recently en- 
acted legislation dealing with employee 
welfare funds. The National Associa- 
tion of Insurance Commissioners now is 
considering adoption of uniform blanks 
to be used in states which have passed 
such legislation. The blanks under con- 
sideration are modelled after those pres- 
ently used by the New York State In- 
surance and Banking Departments for 
welfare funds which come under their 
jurisdiction. 

Our Society’s Committee on Employee 
Welfare Plans and Funds has been in- 
vited to make suggestions as to the pro- 
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Competent Screening 
By Accountants 
Saves You Time 
In Selecting 
Qualified Personnel 


A reliable personnel service 
with “Know How” matured 
by more than 15 years ex- 
perience in the selection of 
accounting and related per- 
sonnel. 


Phone Mr. Daniel Roberts 
BRyant 9-3040 
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NEVER BEFORE 
AT THESE LOW PRICES! 
ERASABLE 
REPORT SHEETS 


See for yourself why ERASABLE is now 
our fastest selling ACCOUNTANTS’ RE- 
PORT PAPER. 


Erasable is different because typing mistakes can_ be 
quickly and easily erased without leaving a_ scuffed, 
torn or marked surface. Any type eraser does the 
trick. Words brush off so quickly, the surface is left 
smooth as silk. Retyping is clean with no detection. 
Your office staff will thank you! 


@ ERASABLE REPORT SHEETS 
(Samples on request) 

mee marginal ruled, on 131 Ib. Bond, or 9 Ib. Onion 

SKIN 


(THESE PRICES PREVAIL ’TILL JUNE 1ST) 








84x11 11x 15% 9x 114 th 3 
500 $3.25 $6.50 $3.75 $7.2 
1,000 $6.00 $14. 0 


-00 $7.0 
When ordering report sheets please specify size, and 
choice of Bond or Onion Skin. When ordering im- 
printed report sheets be sure to give exact imprint 
desired and location for this imprint. 
IMPRINTING on Erasable Report Sheets 
) For_printing on one line below the bottom rule 


in Black Ink 
500 for $2.75 1,000 for $3.25 


B) For printing 


500 for $3.10 1,000 for $3.50 


C) Any color but Black Ink $3.00 additional for 
imprint. 
Note: The 1,000 price for imprinting applies only to 


1,000 sheets of a_ size, weight and_ finish—all 
— exactly alike in the same location on 
a sheet 


e@ ACCOUNTANTS’ REPORT COVERS 
(Samples on Request) 

SINGLE FOLD STYLE—These covers are utilitarian 
and provide, in effect, dignified prestige advertising 
for your office 

In Grey, India Brown & Blue. 
Have printed border—Scored for easy fold-back—For 
any sheet size up to 912 x 1214 = DS araaas double 
size sheet—Easy to use in typew 
100-$7.50 250-$15.50 500-$27. 00 1M-$49.00 
Prices include imprinting with your name and address. 
PLEASE SPECIFY SHEET SIZE, COLOR, AND EXACT 
IMPRINT DESIRED. Covers are marked with dots 
on front to aid in locating eyelet position. 
Note: These covers may be had without dots or bor- 

ders, please specify. 


ACCOUNTANTS’ SUPPLY HOUSE 
| 305 Canal St., New York 13, N. Y. 8¥-5 | 





Please ship (Quantity) (Size) Erasable 
Report Sheets [] Bond, [] Onion Skin 
Please ship (Quantity) - (Size) Erasable 
Report Sheets [] Bond, [] Onion Skin 
(Printed as enclosed sample) 

Please ship (Quantity) .(Color) 
Report Covers 
Colors: [] Grey [] Blue [] 


Sheet size that fits into Cover is: 
[] Imprint as enclosed sample 


(1) Please mail samples of: 


([] Please send me your 1958 catalog. 


India Brown | 


NAME as saaeaiciaiieemta 


ADDRESS ape oa at | 


CITY ZONE or BOX No. STATE..... 


EAA | 
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posed forms. In view of the possibility 
that additional states may join the ranks 
of those which have enacted welfare 
fund legislation and that funds not noy 
covered by existing legislation may he 
affected by future laws, the importance 
of uniform reporting requirements can 
be appreciated. 

Accordingly, our Committee will wel. 
come any comments and _ suggestions 
from interested members, particularly 
those who have had experience in pre. 
paring such reports. 


IstipoRE PLatKin, CPA 
Chairman, Committee on Employee 


Welfare Plans and Funds 


The Small Client and State Taxes 


As practicing accountants we are very 
prone in our tax thinking on client mat. 
ters to concentrate on the impact of 
Federal taxes. Yet some attention to 
our own New York State taxes can re- 
ward our effort handsomely. Our 
smaller clients would benefit, especially 
those whose unincorporated businesses 
have an established earnings record. 

For the smaller client in the service 
industry, such as the commercial artist. 
the photographer, the insurance broker. 
and others, a corporation is not usually 
thought of as an advantage; yet a brief 
glance at the following tabular compari- 
son reveals favorable tax savings from 
the corporate form of doing business: 





UNINCOR- 
PORATED 
INCOME BUSINESS FRANCHISE 
LEVEL TAX ___ TAX 
$10,000 $120 $25 minimum 
15,000 280 25 minimum 
20,000 440 82.50 


For the purpose of this discussion, il 
is assumed that the client’s entire unin 
corporated earnings become his officer's 
salary when incorporated. In this evert. 
the computation of the franchise ta\ 
would be based on corporate net income 
plus officer’s compensation. While the 
officer’s salary can be challenged. it is 
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not likely where there is a history of 
similar earnings prior to incorporation. 

From the above summary it appears 
that an appreciable part of the expense 
of incorporating can be recovered in the 
first year’s tax saving. The following 
are computations of both taxes at the 
$20,000 level. 

UNINCORPORATED BUSINESS TAX 





$ 
Profit Before compensation to owner 20,000 


Less owner’s statutory salary allow- 
ance (20% x $20,000 or $5,000 





whichever is the lesser).......... 4,000 
16,000 

Unincorporated exemption ......... 5,000 
PRONE DAIBNEO. 66.6. diarciolns caqresiensis 11,000 
BNE a am euiel on 440 


FRANCHISE TAX 
(Alternate computation where Officer’s salary 
is material in amount) 











Net income per tax return ........ —0— 
Add officer’s salary (previously de- 
ducted from net income)......... 20,000 
20,000 
Statutory allowance ............00. 15,000 
5,000 
Statutory amount subject to tax at 
statutory percent—30% .......... 1,500 
REMERON TO. 5 oar asvieinlecsisiajeteloalereiare 82.50 





Not to be overlooked is the easier 
payment plan of the franchise tax. For 
the calendar year organization, the un- 
incorporated tax is due April 15th in 
its entirety, while the franchise report 
is due May 15th with one-half of the tax 
or the $25 minimum tax; the balance is 
due December Ist. 

Those service businesses which have 
sought the professional exemption from 
the unincorporated tax and have failed 
to secure that exemption from the State 
Tax Commission can well study this 
approach for tax minimization. 


Sipney H. Rann, CPA 
New York, N. Y. 
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Avenue, New York 22, 


HELP WANTED 


Los Angeles Tax Law Firm wants young 
attorney-CPA who ranked high in law school 
class. Submit resume to Box 1383. 


SITUATIONS WANTED 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42nd St., N. Y. C., tele- 
phone LOngacre 4-1740. 

Assistant Comptroller, CPA, law degree, 
presently employed, seeks better opportunity, 
over 25 years diversified experience, public 
and private, office management, financial 
statements, internal controls, credits and 
collections, taxes. Box 1384. 

CPA, age 31, nine years public, good refer- 
ences and experience, seeks position leading 
to junior partnership, capital available. Box 
1390. 

CPA, 11 years experience, desires per diem 
work in Queens-Nassau counties. Box 1394. 
CPA, 35, 15 years diversified experience, 
seeks per diem engagements, available 6-8 
days monthly. Box 1396. 

CPA, N. Y., N. J.. AICPA, M.B.A., Society 
member, fifteen years public accounting and 
controllership, seeks position as heavy senior. 
Box 1398. 

CPA, Society member, AICPA, seeks per 
diem work Metropolitan area of New York, 
age 39, 15 years experience. Box 1399. 
Tax Accountant, attorney, M.B.A., former 
revenue agent, tax planner, research, reviewer, 
excellent background, seeks tax position with 
potential. Box 1401. 

Accounting Major wishes summer work, 
June 5—September 15, in CPA office, with 
possible future affiliation, in or around New 
York City, transcript available upon request. 
Box 1402. 

CPA, Society and AICPA member, eleven 
years experience, seeks per diem in N. Y. 
City area. Box 1405. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk pro- 
vided for interviewing, $6.50 per month, 
directory listing. Modern Business Service, 
505 Fifth Avenue (42nd Street). 











Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. ‘Situations Wanted” 10¢ a word, mintmum 
$2.00. “Business Opportunities” 15¢ a word, minimum $3.00. Box number, when used, is two 
words. Closing date, 10th of month preceding date of issue. 


ADDRESS FOR sae Da number, The New York Certified Public Accountant, 677 Fifth 


Statistical Typing, IBM typography, offset 
printing. Gitsham’s, 480 Lexington Avenue, 
N. Y. 17, PLaza 5-6432. 


Practice Wanted, substantial terms, know. 
how offered overburdened or retiring practi- 
tioner, CPA, N. Y., N. J., AICPA, TE, MBA, 
Box 1385. 


Office for Rent, Lindenhurst, L. I. rare 
opportunity for CPA, beautiful offices ; 
shopping center, 800 car parking. Call Karp, 
TUrner 8-1683. 


CPA Firm, N. Y. C., having gross fees in 
excess of $200,000 seeks practitioner for 
merger purposes, having substantial quality 
practice in predictable fees, interested pri- 
marily in spreading top level responsibilities 
and perpetuation of firm, replies in_ strict 
confidence. Box 1386. 


Well Equipped CPA Firm will purchase 
all or part of the practice of overburdened 
or retiring accountants, substantial cash or 
attractive retirement arrangements will be 


offered. Box 1387. 


CPA Candidate, anxious to enlarge present 
practice, will purchase small accounts or 
bookkeeping practice from retiring or over- 
burdened practitioner willing to accept notes, 


N. Y. area. Box 1388. 


CPA wishes to purchase partnership interest, 
will consider per diem arrangement with 
overburdened practitioner for trial _ period. 
Box 1389. 


Get A Fifth Avenue Office, without Fifth 
Avenue overhead, efficient, personalized, low 
cost mail, telephone, desk, specializing in 
accountant’s requirements, private office space 
available. 516 Fifth Avenue Telephone Serv- 
ice at 43rd Street, MUrray Hill 2-3717. 


CPA, attorney, age 34, lecturer in taxation, 
excellent tax and accounting background, 
desires to purchase practice or partnership 
interest, good financial terms. Box 1391. 


CPA, offers residence, attached office and 
practice for sale in fast growing Suffolk 
County town, one transaction only. Box 1392. 


CPAs, N. Y., 2, early 30s, extensive account: 
ing and tax experience, desire to purchase 
practice of an established ‘or retiring practi 
tioner, substantial capital available. Box 
1393. 
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BUSINESS OPPORTUNITIES 


CPA, 35, energetic, gross fees in excess of 
5,000.00, substantial free time, seeks asso- 


ciation With overburdened or retiring practi- | 


tioner. Box 1395. 


CPA, 31, small practice, free time, desires to 
purchase accounts, cash available, will also 
consider proposals for an interest or associa- 
tion, excellent background, references. Box 


1397. 


Practice, individual accounts, or partnership | 


CPA, N.. ¥., : 
cash available, highest 
Box 1400. 


wanted — by 
substantial 


interest, 
AICPA, 
professional references. 


Office for Rent, CPA, single practitioner, | 
has extra office, furnished or not, 1 Hanson | 


Place, Brooklyn, all transportation and LIRR. 
MAin 2-2946. 

CPA, working alone, would like to get in 
touch with other accountants similarly en- 
gaged, to explore possibilities of forming 
partnership for coverage of accounts and 
sharing expenses, Queens or Nassau residents 
preferred. Box 1403. 


CPA, desires to purchase practice, New York 
City area, honor graduate, excellent tax and 
accounting background, specializes in highest 
type professional service to small and medium 
size accounts, excellent financial terms, re- 
plies held strictly confidential. Box 1404. 


CPA, desires office, preferably in midtown 
Manhattan. Box 1406. 





WANTED! 


TO PURCHASE 


MFG. PLANTS 


BUSINESSES 
ESTATES 


Inquiries Invited—Strictest Confidence 


DAVID NEEDLEMAN 
570 SEVENTH AVENUE 


New York 18, N. Y. BRyant 9-5115 


BROKERS PROTECTED 








ATTENTION 
ACCOUNTANTS! 


We have unlimited 
funds available for: 


UNSECURED 











Certified Property Appraisals 
for 


Small Business Loans 
Bank Credit 


Insurance 


APPRAISAL AFFILIATES, INC. 
335 BROADWAY, NEW YORK, N. Y. 


























BUSINESS | aie 
Investment 
Long and Short Term | Information 
Moderate Rates | 
| 42 Broadway 
| New York 4, N. Y. 
WHITESTONE TRADING CO. | | Digby 4-7140 
130 West 42nd Street 
New York 36, New York 
USTIN JACOBS 
MR. STEINGART ANT 9.4: Jus : 
BRYA >inee Peter P. McDermott & Co. 
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NOW AND THEN! 


One of the best spring tonics for business and industry 
is the proper use of bank services, including bank credit 
programs. 


We are prepared to serve your needs with package 
credit plans prescribed for the individual business or in- 
dustrial firm. 


FOR COMPLETE DETAILS, WRITE OR PHONE MR. HENRY DENGEL 
West Hempstead, N. Y. IVanhoe 1-9000 
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The President's Page 


Thinking Back 


The realization that this is the last President’s Page we 
shall be privileged to write brings to mind a host of pleasant 
recollections. It seems that it was only yesterday that with 
many misgivings and much doubt as to our ability to do so, we 
promised to try to continue the good works of Arthur Foye 
and his predecessors. It seems that it was only yesterday that 
we were choosing committee chairmen and committee members 
and it is with a warm feeling that we recall their acceptances 
and the sincerity with which they offered to work with us. 
Vividly we recall the Annual Conference at Saranac, the 
excellent technical program, the social activities and the won- 
derful fellowship. We knew then that the year ahead would 


be a good one. 


The end of summer marked the start of our visits to the 
chapters. Seven strong we went and each visit seemed more 
stimulating than the last. Each chapter, in turn, through its 
wonderful reception assured us of its cooperation. We had no 
doubts as to the support of the membership. 


As we think back we recall the many, many meetings we 
have attended during the year. There were the technical meet- 
ings which we attended with pleasure and profit; there were 
the general meetings with their excellent programs; there were 
meetings of and with other organizations; there were challeng- 
ing meetings of the Board and the Executive Committee; there 
were meetings with members of the staff and with committee 
chairmen. There were innumerable conferences with our in- 
defatigable Executive Secretary, Harry Howe. So much was 
accomplished. 
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The President's Page 


But meetings were only part of our program. There was 
the Society’s mail to read each day and the growing awareness 
derived from it of the extent and magnitude of the Society’s 
interests and activities—and the reemphasis of what we already 
knew, that the Society has an exceedingly skillful staff adminis- 
tering it. And we recall with pleasure too, the numerous tele- 
phone conversations with chairmen, with members, with staff 
and with friends—every one of them interesting and con- 
structive. 


Very much in our mind as we write this Page is the Society’s 
legislative effort. We recall its beginnings in our talks to the 
chapters, the many meetings and conferences which followed 
and the crystallization thereof in the bill introduced in the 
Legislature. We will always remember the trips and phone 
calls and further conferences; the hopes, the doubts and fingers 
crossed. Then success in the Senate. Failure at first in the 
Assembly followed by a favorable vote. And lastly our vigor- 
ous campaign to convince Governor Harriman that the bill 
should be signed in the public interest. We shall never forget 
the unfaltering support of the membership whose visits with 
legislators and whose letters were of inestimable value. 


And lastly there comes to mind the President’s Pages which 
preceded this. How difficult it was to get them started, how 
often we had to plead with Ben Newman for more time, how 
concerned we were as to the finished products but how 
pleased to have still another medium of communication with 
our members. 


They are all wonderful memories, these and many more. 
It has been a most stimulating and rewarding year. To the 
many who helped make it so, our sincerest thanks. 


LEONARD PRICE, 
President 
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The Banker and Reporting Standards 


By Arruur L. Nasu 


Bankers should have a clear understanding of auditing and reporting 
standards if they are properly to interpret audit reports. The CPA 
has an equal obligation to state clearly the degree of responsibility 


he assumes when rendering his report. 


The history of the world is replete 
with incidents which need never have 
occurred had there been adequate un- 
derstanding between the conflicting 
forces. Prejudices, which spring from 
lack of knowledge, affect our point of 
view and our sense of judgment. Those 
of us in The Robert Morris Associates 
and in the accounting profession who 
have been addressing groups and con- 
tributing to accounting literature on the 
subject of Banker-CPA relationship, 
have as our aim the stimulation of 
bankers and CPAs to meet and ex- 
change ideas, leading to increased 
knowledge and better understanding. 

There continue to be, and probably 
always will be complaints from bank- 
ers that some CPAs have not complied 





ArtHur L. Nasu is a Manager and 
Senior Loan and Credit Executive with 
Brown Brothers Harriman & Co. He 
is a national director of the Robert 
Morris Associates, a past president of 
its New York chapter and a former 
chairman of its national Committee on 
Cooperation with Public Accountants. 
This article has been adapted by the 
author from a paper presented by him 
at the November 7, 1957 meeting with 
bankers, sponsored by our Society’s 
Rochester Chapter. 
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with standards of adequate disclosure 
in the financial statements and accom- 
panying audit reports. On the other 
hand, accountants may complain that 
some bankers do not fully understand 
the standards of the accounting profes- 
sion or the nature of the CPA’s relation- 
ship with his client. It is also said that 
some lending officers of banks, while 
recognizing why an unqualified audit is 
important and valuable to the bank, are 
not as familiar with the reasons that 
such audits are of benefit to the client, 
that is, those benefits which can be de- 
rived from objective appraisal of assets, 
liabilities, and operations, and the other 
services which a competent auditor can 
supply. 

Unless those of us in the banking 
fraternity who interpret audit reports 
and who must discuss them with clients 
(and, on occasions, with auditors) have 
a clear understanding of auditing stand- 
ards and procedures, we may be at a 
disadvantage in properly marshalling 
our arguments pro and con. Certainly 
without such familiarity with standards 
and procedures, we may well leave our- 
selves open to contradiction if we criti- 
cize an audit report. We older execu- 
lives should do our best to gain in- 
creased knowledge within the limita- 
tions of time available. However, we 
should see to it that our juniors are 
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well instructed and that our individual 
bank training programs accent this 
important aspect of credit knowledge. 

On the other hand, an accountant 
cannot expect to be free of criticism if 
he fails to make clear his responsibility 
for the figures presented by the issuance 
of an unqualified opinion, a qualified 
opinion or a disclaimer of an opinion. 
It is incumbent on the accountant to 
be sure that his report is clear, as to 
the scope of his engagement, as to the 
terminology within the report, and as 
to appropriate footnotes. 

Much has been accomplished over a 
period of the last quarter century and 
much remains to be accomplished. Both 
bankers and accountants are taking a 
very real interest in the advancement of 
our mutual aims. The banks, through 
the Robert Morris Associates’ Committee 
on Cooperation with Public Account- 
ants, have steadily attempted to present 
bankers’ views and problems before the 
accounting profession. Similarly, the 
American Institute of Certified Public 
Accountants, the New York State So- 
ciety of Certified Public Accountants 
and the various state CPA societies 
have been developing the accountants’ 
point of view. One has only to read 
the JouRNAL oF ACCOUNTANCY and THE 
New York Certiriep Pustic ACCOUNT- 
ANT to note the frequency with which ar- 
ticles have appeared on the subject of 
interpretation of audit reports, the ac- 
countants’ responsibilities, and the areas 
in which bankers and _ accountants 
should be able to work together in the 
best interests of their mutual clients. 


Disclosing the Degree of 

Responsibility Assumed 
On occasion a complaint may be ex- 
pressed by bankers that the auditor 
failed to clearly state his position with 
respect to the work he has performed. 
He leaves much to the imagination of 
the analyst through inadequate termi- 
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nology and insufficient footnotes. Such 
critical comment usually arises where 
the engagement has been restricted and 
the auditor fails to make clear his posi- 
tion with respect to the figures. In the 
case of the following report, for ex. 
ample, what is the position of this audi- 


tor? The report is on the auditor's 
letterhead and the letter of transmittal 
in substance reads as follows: 

I have audited your books and records for 
PO INAIEOE. oh oc ccisstie neater and submit the 
following:—Balance Sheet and Statement of 
Profit and Loss. 

cwiertes Statement is based on submitted 
estimated inventory of merchandise ......... 

Cash on hand and in banks and bank loans 
were verified directly with depositories. 

Accounts receivable and accounts payable 
were not directly verified . . . etc. 

Respectfully submitted, 


The auditor is a member of The New 
York State Society of Certified Public 
Accountants and the American Institute 
of Certified Public Accountants. The 
auditor’s name as a CPA is signed to 
the report or so-called “certificate” so 
that, obviously, he accepts some re- 
sponsibility—but how much? What 
does he mean when he says, “I have 
audited the books.”? I looked up the 
word audit in the dictionary; it is de: 
fined as “an official examination of ac- 
counts and other verification by refer- 
ence to vouchers, etc.” I doubt if he 
means this but what does he mean? 
He probably intends to take some re- 
sponsibility, but just how much? 

Although the CPA determines the 
scope of the examination necessary to 
express an unqualified opinion, the 
client determines whether an examina- 
tion of such scope will be permitted. 
If the opinion is to be unqualified, the 
auditor must be unrestricted in_ his 
work. Often, however, in the interests 
of economy, the client may restrict the 
amount of work the CPA is permitted 
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to do. Unfortunately, on occasion, it is 
believed that some bankers support 
clients in this plea of economy without 
realizing that the resultant audit may 
not be fully satisfactory to the bank and 


may not be in the client’s (or the 
bank’s) long-term best interest. Far 


better, it seems to me, would it be for 
the banker to discuss with the clients 
and the accountants the minimum re- 
quirements of the bank and then allow 
them to work out the scope of the ex- 
amination at the least expense com- 
mensurate with the character of the en- 
gagement. 

Some of us in banking may expect to 
receive details on an audit which are 
not normally included except in a 
“long-form” report. Although auditors 
quite frequently make up a long-form 
report, this usually goes to management 
and, unless requested, is not furnished 
to the bank. 

It should be remembered that the 
only important difference between the 
short-form and long-form report is 
that the latter includes more details, 
schedules and statistics than may be in 
the short-form. The standards followed, 
the procedures applied and the opinions 
expressed are the same for both forms 
of reports. The banker should under- 
stand that certain of the statistical data 
and schedules might not lend themselves 
to detailed audit check and the auditors 
position with respect to the figures 
should be clear. 


A Case Study 


May I draw from one of our files and 
present, in diary form, an illustration 
of some problems which bankers have 
with financial data. The example in- 
volves education—both for client and 
auditor—patience, understanding, frus- 
tration, and, we hope, success in the 
future. The text material following the 
diary dates represent excerpts from 
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memoranda in our files pertaining to 
this case. 

In February, 1953 we took on a 
modest-sized account engaged as com- 
modity brokers. When the account was 
opened it was not expected to involve 
a borrowing relationship but it shortly 
developed that certain special accom- 
modation was desired in line with 
changing conditions in the business, i.e., 
the need to engage in some business as 
a principal in order to hold some of 
their more desirable brokerage outlets. 
We were requested to open letters of 
credit to finance certain imports. As 
this was an extension of credit, we 
asked for a financial statement. The 
first statement that we received as of 
December 31, 1952 was unaudited. We 
discovered subsequently that the com- 
pany used an auditor for the prepara- 
tion of the partners’ tax returns and, 
therefore, requested an audit as at De- 
cember 31, 1953. 

March, 1954. The report of Decem- 
ber 31, 1953 was received with the fol- 
lowing “certificate.” 

As a result of our examination of your 
books and records, we have prepared and are 


submitting herewith, the following: 
Balance Sheet as of December 31, 1953 


Statement of Income, Profit and Loss for 
year then ended. We did not at this time 
make any external verification of any of the 
Assets and Liabilities... . We trust that the 
above exhibits are otherwise self-explanatory. 

Respectfully submitted, 

April, 1954: Credit memo to Credit 
Committee. 

Relating to December 31, 1953 state- 
ment, figures submitted were prepared 
by a CPA and his work was limited to 
an examination of the company’s books 
and records with no external verifica- 
tion of any of the assets and liabilities 
and the auditor offers no opinion re- 
specting the statements. Attention is 
directed to the fact that the balance 
sheet reflects no liability for direct bank 
debt although our records show out- 
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standings at statement date of $72,000 
for acceptances issued December 28th. 
In setting up the balance sheet on our 
records, we have made adjustment in 
our analysis to reflect bank debt of 
$72,000 with the contra inventory in 
transit. This should be discussed with 
customer and auditor. 

April, 1954. Called to the company’s 
attention the failure on the part of the 
accountants to reflect acceptance lia- 
bility and offsetting inventory item on 
company’s year-end fiscal statement. 
The CPA was in the company’s offices 
and I dropped in to see him and Mr. 
X, the principal. The accountant is a 
CPA although not personally a member 
of the New York State Society. His 
two partners, however, are members of 
the State Society. Asked CPA how it 
happened that the statement did not 
disclose acceptance liability and in- 
ventory. He said reason was that he 
did not verify assets or liabilities. Asked 
how the company’s records failed to 
reflect such liabilities. He said it was 
probably because they have always set 
their records up as brokers on a cash 
basis and, therefore, as this was a new 
type of operation, the books had not 
been properly set up. Explained the 
necessity of having company properly 
record such liabilities and requested 
that he arrange to have appropriate 
records set up for such purposes. Sug- 
gested to client and CPA that they con- 
sider the question of preparing an audit 
which would have an unqualified certifi- 
cate. CPA said that this would require 
more work than he had been in the 
practice of giving to the account and 
that it might cost more money. Ex- 
plained to X, the owner, the desirability 
of having an independent check on 
assets and liabilities of the company 
and recommended an unrestricted audit. 


April, 1955. Spoke to X, owner, re- 


minding him that we have not yet re- 
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ceived the company’s annual audit for 
December 31, 1954. X said report was, 
as yet, not completed inasmuch as com. 
: : : 

pany’s auditor was following through 
on certain suggestions made by me, 
Said that as soon as report was com- 
pleted, we would receive a copy. 


May, 1955. December 31, 1954 re. 
port received and following is Credit 
Department memorandum to Credit 
Committee: “Figures submitted for De- 
cember 31, 1954 were prepared by an 
auditor. Scope is limited to an exami- 
nation of the company’s books without 
outside verification. No opinion offered 
with respect to statements. Activities of 
company as a principal and obligations 
due to bank, however, are now reflected 
in balance sheet, together with offsetting 
inventory details.” 


October, 1955. Discussed with X 
(owner) question of a satisfactory audit 
report to be submitted annually. X is 
not familiar with auditing practice or 
terminology and thought he was giving 
us an adequate audit. Reviewed this 
question and pointed out to him again 
the advantages of a satisfactory audit 
report and an unqualified opinion by 
the auditor. Explained that it might 
cost slightly more than the present ex- 
amination but he raised no objections. 
In order that X may clearly indicate to 
this auditor what we want, wrote him 
a letter along these lines and enclosed 
copy of the Robert Morris Associates’ 
booklet, “Financial Statements for Bank 
Credit Purposes.” 

April. 1956. Audit report of December 
31, 1955 received. Auditor’s certificate 
reads: 

As result of examination of books and 
records, we have prepared and are submit- 
ting herewith the following exhibits: 

Balance Sheet 

Statement of Income, Profit and Loss 

In the course of examination, the following 
verifications were made: 
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Cash in banks (direct communication with 
banks) 

Cash on hand (actual count) 

Accounts Receivable (direct communica- 
tion. confirmations received on each) 

Merchandise inventory (inventory is afloat 
but original bills of lading, invoices, ete. 
satisfactory evidence) 

Accounts Payable (communication with 
creditors, confirmation received etc., etc.) 

We trust that the annexed exhibits are 
otherwise self-explanatory. 

Respectfully submitted, 


May, 1956. Credit Department report 
to Credit Committee: “Figures pre- 
pared by auditor and for first time, as 
result of our suggestion, outside veri- 
fication was made of all items. How- 
ever, auditor expressed no opinion re- 
garding the statements.” 


July, 1956. Again called attention of 
Mr. X (owner) to fact that auditor had 
not expressed opinion although it was 
obvious that figures were substantially 
verified. 

April 10, 1957. December 31, 1956 
audit received. Substantially follows the 
pattern of 1955 report in that all items 
were separately and properly verified 
including accounts payable, etc., but 
again no opinion was expressed. 

May 24, 1957. Review of the Decem- 
ber 31, 1956 audit noted that the audi- 
tors neither expressed an unqualified, 
qualified or disclaimer of an opinion 
with respect to the financial statements 
taken as a whole, leaving a question as 
to the degree of reliance which could be 
placed on the audit. This is in violation 
of the principles of the AICPA and ap- 
pears particularly curious in this situa- 
tion as the auditor had apparently, by 
confirmation and otherwise, carried out 
all of the procedures which would be 
necessary to render an _ unqualified 
opinion. 

With this background, called X, the 
owner, who later put me in touch with 
the CPA. Auditor seemed unaware of 
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the existence of Bulletin 23 and pointed 
out that in his opinion, the long-form 
of audit report such as he had provided 
was far more meaningful than a “rubber 


stamp opinion.” However, he has no 
hesitation in giving an unqualified opin- 
ion with respect to the figures and indi- 
cated that he would do so for our bene- 
fit on future statements. He mentioned 
in passing that he has had trouble with 
other bankers in the past on this sub- 
ject. 


Some Lessons Drawn 


That’s where it now stands, but you 
may well ask why we bothered to play 
along with this situation. I too some- 
times wonder. In fact, at one point, I 
was so exasperated that I recommended 
a change in auditors. However, our 
client is a man of the highest moral 
caliber. He has used this CPA for 
many years and did not want to change. 
We could have insisted but here are 
some reasons why we didn’t. 


1. We are the only bank with whom 
the client deals. 


2. Under letter of credit financing 
our trust receipt lien gives us quite 
strong protection. 


3. The commodity has ready sale- 
ability and it is sold “to arrive.” 


4. The moral risk is excellent. 


5. And last, but not least, the bal- 
ances on deposit average in six figures. 
In fact they regularly exceed the total 
debt to us. 

Hence, discretion being the better 
part of valor, and not wishing to take 
the risk of antagonizing a client by 
arbitrarily insisting on an adequate 
audit early in the relationship, we de- 
cided to try to educate both the CPA 
and the client. 


329 





Examples of Adequate Reporting 


Meticulous reporting increases con- 
fidence. In another case, the auditor 
was making an audit of a commodity 
jobber as of December 31, 1954. Dur- 
ing his examination, he learned that the 
borrower, after the statement date, en- 
gaged in some new commitments, result- 
ing in a long position. At the end of 
January 1955, prices of the particular 
commodity took a decided drop as a 
result of which this position showed a 
substantial loss. The auditor, following 
the dictates of Statement on Auditing 
Procedure No. 25, felt that this should 
be disclosed and he did so in his certifi- 
cate by stating: 

In accordance with American Institute of 
Accountants’ Bulletin No. 25 issued in Octo- 
ber, 1954, relating to events subsequent to 
date of financial statements, certain contracts 
entered into after January 1, 1955, and liq- 


uidated prior to the completion of this exam- 
ination, resulted in substantial losses . 


We subsequently learned that losses 
totaled 30 per cent of capital! 


Another example of what can be con- 
sidered excellent reporting involves the 
close adherence to the principle of 
“providing for all losses but never an- 
ticipating profits.” In this case, because 
of delays in receipt of audit reports, we 
obtain advance company figures. As 
of December 31, 1955, the company re- 
ported a profit of $46,000. When the 
audit report came in, it reflected a loss 
of $200,000. Quite a difference! The 
explanation lies in the fact that the com- 
pany failed to take into consideration 
an unliquidated loss of $246,000 on its 
open commodity position which was not 
compensated for by an unrealized gain 
in inventories. While this auditor fol- 
lowed the standards of the profession 
explicitly, I understand there are many 
situations where the client objects stren- 
uously to such disclosure on the prin- 
ciple that the loss had not occurred up 
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to the statement date and, hence, should 
not be reported. 


Communication Between Banker 
and CPA 

Why wait for a questionable report 
before becoming acquainted with a 
CPA? Sometimes making a_ friend 
while the going is good makes it pos- 
sible to straighten a situation out when 
the reverse is true. I had occasion re- 
cently to compliment an auditor on what 
I considered a particularly good job, 
He not only was very clear in his certifi- 
cate as to his position with respect to 
the figures, but he included many facts 
which were helpful in understanding the 
report. For example, he noted the year 
Lifo was adopted, the differential be- 
tween Lifo and Fifo valuation of inven- 
tory, his approval of Lifo, footnotes on 
principles of consolidation (in which he 
accepted two audits of other CPAs), 
details of security on bank loans, date 
of last tax clearance, explanation of 
losses on unliquidated contracts and re- 
serves therefor, and details of contin- 
gent liabilities. 

Despite his fine job I was able to 
call attention to one small matter which 
he appreciated. He had accepted “certi- 
fied audits” of other CPAs and so 
stated. However, I believe a certified 
audit does not necessarily imply an un- 
qualified opinion. Semantics, yes, but 
he saw the point. 

What I want to stress is that we got 
along famously; in fact, I was so im- 
pressed with his manner that | have 
placed his name on file for recom- 
mendation and I told him so. Later at 
my request he furnished me, for con- 
fidential reference purposes, a list of 
all his other clients! I’m sure that as 
far as this CPA is concerned we will 
have top jobs in the future. 


Another situation involved a quali- 
fication which I did not feel was fair 
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to the client. In this instance the audi- 
tor says: 

A substantial amount of merchandise is 
purchased from vendors in foreign countries. 
Due to the length of time required for such 
merchandise and related documents to arrive 
in this country, it is deemed impracticable to 
delay closing the Company’s books until 
their arrival. Consequently, an undetermined 
amount of merchandise is in transit, which 
may be substantial, and the liability therefore 
has not been included in the accompanying 
fnancial statements. 

He then qualifies his opinion. The 
fact is that the auditor’s report was 
written three months after the statement 
date and he included among his foot- 
notes, contingent liabilities as to pur- 
chase contracts. It seemed to me that 
within the three-month interval most, 
if not all, items in transit on the state- 
ment date would have been received; 
certainly the documents would be here, 
if the steamer was not. Furthermore, 
we have a very large number of im- 
porters among our clients, and no other 
auditor makes any similar qualifica- 
tion. Hence, I have discussed this with 
the auditor, on a friendly basis, and 
learned something about him and have 
persuaded him to review the facts care- 
fully. What is more important, for the 
first time he realized how a reader in- 
terpreted his comments. Here, we now 
are on a common ground and, I hope, 
have made another friend. 


The Natural Business Year 

Banks are interested in, and the 
Robert Morris Associates as well as the 
accounting profession are supporting, 
the idea of the natural business year. 
It is recognized that the natural busi- 
ness year has certain very real advan- 
tages. For the client, the balance sheet 
would show the position at a period of 
theoretical lowest inventories and high- 
est liquidity. Although I am not a tax 
expert, | understand that there are also 
certain advantages in that area. From 
the banks’ view, we would probably get 
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figures sooner after the fiscal date than 
is now the case. We would receive 
statements of borrowers spread more 
evenly throughout the year (rather than 
the bulk between February and May) 
and hence we would be able to put 
more time and thought on review. Also, 
comparisons of trends would be more 
significant. However, banks would un- 
doubtedly require, in many cases, a six- 
month report reflecting the position of 
the company at the peak period. Such 
figures, however, would not necessarily 
have to be audited. For the account- 
ants, the answer is obvious. They would 
be able to give prompter service to the 
client. There would be a more even 
distribution of work load over the year. 
and, I presume, the partners of the ac- 
counting firms could give greater per- 
sonalized attention to more of their 
clients. Added to this, of course, is the 
availability of other CPA services which 
could be expanded with a more even 
work load. 


Working Together 


By working together and by having 
an appreciation of the problems and 
needs of each other, the bankers and the 
accountants can do much to improve 
the tools of management for our mutual 
clients. Among the valuable aids are 
budgets, forecasts, determination of nat- 
ural business year, improvement of in- 
ternal controls and so on. We as bankers 
need to know about these things. I do 
not mean to imply that we should sell 
these services, but as anyone of them 
would simplify our task and benefit our 
clients we should be prepared to back 
up the auditor and recommend their 
adoption. Bankers and accountants are 
both working actively toward the same 
end—hetter reporting, wiser counseling, 
and a sounder business for our clients. 
It is a long road but we are well on the 
way toward eliminating detours and 
hazards. 
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Second and Concluding Part 





Accounting Principles and Procedures 
of Philanthropic Institutions 


By Louis ENcLANpeER, C.P.A. 


Functional Classification of 
Expenses—Content of Categories 


The social service objectives of an 
institution are translated into a program 
of activities or projects beneficial to the 
public. Each year the budget ccntains 
a list of such projects. All costs in con- 
nection with these projects, for which 
funds have been requested, should be 
included in the category, Social Service 
Program. Both direct and_ allocated 
costs should be included. By examina- 
tion of the individual expenditures, the 
project which should be charged for a 
direct cost should be determinable. The 
indirect costs, such as rents, materials, 
etc. should be determined by the pur- 
pose for which the expenditures are 





Louis ENGLANDER, C.P.A., is a member 
of our Society's Committee on Institu- 
tional Accounting and of the American 
Institute of CPAs. Mr. Englander is a 
partner in the firm of Apfel & Eng- 
lander, Certified Public Accountants, 
and was formerly a lecturer on account- 
ancy at the Bernard M. Baruch School 
of Business and Public Administration 


of the City College of New York. 
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made. The types of services vary with 
the objectives of the individual institu- 
tions. A few illustrative types taken at 
random, are: research, professional ed- 
ucation, grants to other agencies; vaca- 
tions for children; vocational training; 
individual case work; rehabilitation. 
Allocable costs include apportionable 
salaries, social security taxes, fringe 
benefits, travel and other expenses at- 
tributable to the individuals who work 
partly on some phase of social service, 
rent, utilities, etc. 


Fund-Raising Costs 


Fund-raising costs should include all 
expenses whose primary purpose is the 
solicitation of contributions. They should 
include publicity and promotion ex- 
penses incurred in connection with start- 
ing a campaign, all campaign costs, and 
all the necessary clerical and office ex- 
penses necessary to implement the cam- 
paign. Both direct and allocated ex- 
penses should be included. If several 
types of fund-raising effort (such as 
mail appeals, membership drives, special 


Ep. Note: Part One of this article appeared 
in the April 1958 issue. 
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affairs and functions) are used, the 
expenses of each should be recorded 
separately. In connection with the spe- 
cial affairs and functions, only the ex- 
penses should be included. The direct 
costs should be deducted from the gross 
income. 


A majority of the institutions do not 
consider that public education materials 
and services which are used in connec- 
tion with a fund-raising effort, should 
be included in Fund-raising Costs. They 
allocate such costs to Public Informa- 
tion and Education. In a number of ac- 
counting manuals of various institutions, 
specific reference is made to this method 
of allocation. Two such manuals give 
the following definitions of Fund-raising 
Costs. 


1. “Fund raising includes the ex- 
penses of the annual campaign and 
other fund-raising activities and the 
costs of publicity and promotion for the 
campaign. Materials and _ activities 
which are primarily educational in con- 
tent and effect should be allocated to 
public education.” 


2. “Fund raising includes the ex- 
penses of the annual campaign, fees to 
fund-raising organizations and consul- 
tants, and all the costs of publicity and 
promotion for the campaign. While all 
the activities of the society in research, 
education and service may influence 
the willingness of the public to contri- 
bute to the support of the society, only 
those expenses directly incurred in fund 
raising should be allocated to this cate- 
gory. For example, publicity which is 
primarily educational in intent and in 
eflect should be allocated to public ed- 
ucation.” 


While not attempting to give a com- 
plete listing of all types of fund-raising 
costs, the following groupings indicate 
the major subdivisions of costs and ex- 
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penses. These groupings will include all 
apportionments of expense account to- 
tals properly allocable to each sub-cate- 
gory. 


1. Publicity—including the cost of 
media used in preparation for and con- 
ducting the campaign; television and 
radio time; newspaper, magazine and 
periodical space. 


2. Dinners and meetings — for the 
purpose of fund raising. 


3. Campaign materials — including 
costs of writing, producing or purchas- 
ing of campaign publications, products, 
exhibits or films; printing of pledge 
cards, receipt forms and other forms 
necessary for statistical data and record- 
keeping. 


4. Mailings — including addressing, 
stuffing and postage. 


5. Salaries and fees—including sala- 
ries of the fund-raising staff, and ap- 
portionment of time of others assigned 
to work on fund raising; fees to fund- 
raising organizations or consultants; 
social security taxes, fringe benefits and 
incidental expenses of fund-raising per- 
sonnel. 


6. Other costs—including clerical and 
bookkeeping time for receiving and 
acknowledging contributions, follow-up 
of pledges, keeping statistical records 
and preparing statistical reports; main- 
tenance of contributors’ mailing lists; 
rent and utilities. 


Public Information and 
Education Costs 


These costs should include all ex- 
penses for keeping the public informed 
of the services being offered; how and 
where these services can be obtained. 
In health organizations, it should in- 
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clude the cost of mass education of the 
general public with respect to a par- 
ticular disease. In many institutions 
Public Education is one of the projects 
of the social service program, and as 
such, normally would be included in the 
Social Service category. However, non- 
technical information, whose appeal is 
directed to the general lay public, usu- 
ally is included in the category of Pub- 
lic Information and Education. 

The major costs and expenses of 
Public Information and Education are: 


1. Publications—writing, publishing 
and distributing educational materials, 
including television and radio scripts 
and announcements, pamphlets, articles, 


books. 


2. Instruction—planning and present- 
ing programs, lectures, classes, courses 
to the general public; training of per- 
sonnel to participate in instruction. 


3. Information—preparation, printing 
and distribution of materials concerning 
the nature and objectives of the insti- 
tution; how and where the general pub- 
lic may avail itself of the services of- 
fered. Cost of a central information 
bureau open to the general public. 


4. Materials—cost of all materials and 
supplies applicable to any information 
or education project. 


5. Salaries of participating employees 
either entire or apportioned, social 
security taxes, fringe benefits, and in- 
cidental expenses of these employees. 





6. Other costs—including a portion 
of rent and utilities and other sundry 
expenses, whose purpose wholly or par- 
tially is informational and educational. 


Administration Costs 
Administration costs are those which 
deal with planning and directing insti- 
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tutional policies and finances. They 
should include the expenses of boards of 
directors who set policies, prepare and 
approve budgets; the expenses of the 
executive directors who carry out and 
interpret the policies to the staff. to 
other institutions, and to the public, 
They should also include the costs of { 
financial management and control. Some 
examples are: 


1. Board of directors—costs of meet: 
ings, travel. 


2. Overall direction—executive direc. 











a : 
tor’s salary, fringe benefits, travel and 
sundry expenses. 


3. Expense of assistants—including 
secretary. 


4. Financial—bookkeeping and _ ac. 
counting; legal fees; personnel manage. 
ment; purchasing; any other related 
costs. 


It must be remembered that part of 
these costs may be incurred directly for 
one of the other categories, and_ will 
be so allocated. The costs remaining 
in the category of administration will be 
those not directly applicable to any 
other function. ; 


Payments to Affiliated Organizations 


This category applies to fund-raising 
agencies, and to the chapters, divisions, 
or branches of national institutions. The 
payments made by fund-raising agencies 
to the participating members of the 
agency should be included in this cate- 
gory. These payments represent the net 
cash available after all expenses of the 
fund-raising agency have been deducted. 


Chapters of national institutions remit 
a portion of their contributed income to 
the national body. The amounts re- 
mitted are either on a percentage basis 










or on a budget basis, as agreed upon 


May 






— ow is =p 


th 


nas 





They 
irds of 
re and 
of the 
ut and 
aff, to 
public. 
sts of 

Some 


F meet: 


 direc- 
el and 


‘luding 


nd ac: 
lanage- 
related 


part of 
tly for 
id will 
laining 
will be 
fo any 


ms 


raising 
visions, 
ns. The 
gencies 
of the 
is cate- 
the net 
of the 
ducted. 
is remit 
some {0 
nts re- 
re basis 
d upon 


May 





ee 





Accounting Principles and Procedures of Philanthropic Institutions 


between the two. Certain types of in- 
come may be excluded from the divisible 
amount. Contributions received by the 
national body for the account of a chap- 
ter are credited to the branch; such 
amounts are included in the contributed 
income of the chapter. Where the chap- 
ter remits a percentage, the total con- 
tributed income is considered as the 
base for the apportionment. On_ the 
books of the chapter, this category 
should include all payments (either in 
cash or through credits) to the national 
institution. 


Chapter Expansion Costs 

National institutions, in attempting 
to increase the scope of their activities 
and to render service to more commun- 
ities, either expand existing chapters or 
create new chapters. On the books of 
the national body, all costs expended 
for these purposes should be charged to 
this category. 

It is recognized that the chapters 
furnish opportunities to extend the social 
service program to new communities, or 
to a larger public in communities al- 
ready being serviced. There are corol- 
lary advantages in the process. New 
sources of contributions are opened. It 
is possible that some of the costs of 
chapter expansion might be chargeable 
to fund raising, but no workable formula 
has been suggested for such an appor- 
tionment. If the purpose of the expendi- 
tures truly is for greater opportunities 
for social service, it would not appear 
necessary to make such an allocation. 
Some institutions do not take the re- 
quired cash from current contributions, 
but use earmarked funds to meet this 
objective. 


Central Services Costs 
This category is used primarily by 
fund-raising agencies and by national 
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institutions. To it are charged all costs 
of services performed for the benefit of 
participating institutions and chapters. 
In fund-raising agencies, all costs are 
apportioned between those applicable 
to the agency itself and those applicable 
to its participating members. In _na- 
tional institutions, special services such 
as central purchasing, recordkeeping, 
preparation of fund-raising and public 
information materials may be _per- 
formed. 


Capital Expenditures 


This category is used by institutions 
which do not capitalize their expendi- 
tures for fixed assets. It should include 
all expenditures for furniture, fixtures 
and equipment. 


Methods of Allocating Expenses 


Because expense accounts indicate 
merely the nature of the expense, it is 
necessary to analyze them further to in- 
dicate their purpose. Each nominal ac- 
count may contain expenditures for var- 
ious categories of expense. The account 
“Salaries” indicates the payment for 
services performed by employees, but 
not the purposes of the services. It is 
necessary and in accord with sound ac- 
counting principles to allocate the sal- 
aries into categories, showing the pur- 
pose of the expense. Although each in- 
stitution can determine which method of 
allocation best suits each type of ex- 
pense, a few general suggestions may be 
made which should be applicable to all 
institutions. For this purpose, expenses 
may be divided into three groups—(a) 
those in which employees’ time spent is 
the determining factor (such as sal- 
aries); (b) those which may be allo- 
cated on a predetermined percentage 
basis (such as rent); and (c) those 
whose purpose must be examined when 
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the expenditure is made to determine 
its allocation materials and 
supplies). In groups (a) and (c), al- 
locations should be made concurrently 
with the expenditures. Actual time and 
expense records of employees should be 
maintained. Allocations should not be 
made at the end of a period, on an esti- 
mated basis. In group (b), the basis 
of the determination of the percentage 
should be noted. The allocation may be 


(such as 


made periodically. 

Expense allocations may be made on 
the basis of: 

1. Time spent by employees, as de- 
termined by time sheets. 


2. Space used. 


] 


3. Activity or category benefited. 
1. Nature and content of materials. 


5. Immediate purpose of the expendi- 
ture. 

There are many employees who per- 
form more than one function, whose 
time must be allocated among the cate- 
gories. While the best method of deter- 
mining the allocation is through daily 
time sheets, many institutions believe 
this is too arduous and expensive a 
method. They keep these records for a 
portion of the year (such as a month or 
a quarter), and determine therefrom a 
percentage to be used for the year as a 
whole. Of course, where an employee 
works wholly within one function or 
category (fund raising, social service 
program) no allocation is required. 

Occupancy expenses should be allo- 
cated on the basis of space used. The 
floor space allotted to and used for each 
category should be determined, and a 
percentage of the total space should be 
calculated. This percentage should be 
applied to all occupancy costs to deter- 
mine the final apportionment. There 
are some expenditures (such as station- 
ery and office supplies) made for the 
joint advantage of all the categories. 
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These should be allocated on the basis 
of the activity of the category benefited, 
Since at the time of purchase it would 
be difficult to determine the amounts to 
be allocated, a percentage basis may be 
used. The percentage should be deter. 
mined by an analysis of the actual dis. 
tribution over a period of time (as a 
minimum, a_ two- or three-month 
period). Printed materials, publica. 
tions, etc., are prepared or purchased 
for various purposes. The nature or 
content of such materials should deter. 
mine their allocation. Where none of 
the methods clearly indicate the cate. 
gories to be charged, the immediate 
purpose of the expenditure should de. 
termine its allocation. 


Financial Reports 

In the preparation of financial re. 
ports, the goal of accounting for philan- 
thropic institutions must be borne in 
mind—that the reports are the financial 
presentation of management's steward- 
ship of unrestricted funds and of its 
fiduciary obligations with respect to re- 
stricted funds. Reports should be pre. 
pared on the basis of this dual relation- 
ship, as if the institution had two in- 
dividual entities. There should be two 
sets of financial reports, one for unre: 
stricted funds, the other for restricted 
funds. Each of the two groups may be 
subdivided. The unrestricted funds may 
be segregated into current operating 
funds and earmarked funds _ reserved 
for special current or deferred purposes. 
Restricted funds may be segregated in 
accordance with restrictions. Each of 
the subdivisions may be reported as if 
it were a separate entity. The reports 
are prepared and issued for the benefit 
of management itself, for the contri- 
butors, for governmental agencies, and 
for other regulatory bodies. They should 
be prepared in as simple a manner as is 
consistent with the full disclosure of all 
material facts, since they will be ex 
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amined not only by individuals trained 
to read and interpret the statements, but 
by the general public which is not so 
trained. 

The Balance Sheet 

The balance sheet should be presented 
not as a single unit of assets and liabil- 
ities, but as a group of individual state- 
ments—one for each fund. In effect, 
there should be as many balance sheets 
as there are funds, each independent of 
the others. There are a number of 
methods of presentation—(a) an indi- 
vidual balance sheet for each fund, pre- 
sented in separate exhibits; (b) one 
exhibit, showing first the combined bal- 
ance sheet of all unrestricted funds, fol- 
lowed by the combined balance sheet of 
restricted funds, the details of the in- 
dividual funds of each group to be pre- 
sented in separate supporting schedules; 
(c) one exhibit for all funds, showing 
the balance sheet of each individual 
fund, one following another; (d) one 
exhibit showing the balance sheet of 
each unrestricted fund, one following 
another, and a second exhibit showing 
the statement of changes in net assets 
of restricted funds. 

If income is reported on a cash basis, 
the amount of pledges receivable should 
be disclosed. This may be done as a 
footnote on the balance sheet, disclosing 
the gross amount, and the anticipated 
collections thereon, or in the balance 
sheet itself, showing the gross amount 
less a 100 per cent reserve. 

If buildings are set up at a nominal 
cost, the purchase price of the buildings 
and the fair market value of donated 
buildings should be shown. In lieu of 
this, or in addition, it may be desirable 
to show the estimated current market 
value. 


The Operating Statement 
The operating statement may be 
either a statement of cash receipts and 
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disbursements, or a statement of income 
and expenses. In either case both in- 
come and expenses should be reported 
by funds and by categories. 


Income other than contributed income 
and endowment income should be re- 
lated to the costs necessary to obtain it. 
Membership dues should be related to 
membership costs and expenses; the 
costs and expenses of sales or services 
rendered should be segregated and ap- 
plied against earned income from sales 
and services. 

Unlike the balance sheet treatment, 
where each subdivision of unrestricted 
and earmarked funds may be considered 
as a separate unit, income and expenses 
should be reported in only two groups 
—unrestricted funds and _ restricted 
funds. The income and expenses ap- 
plicable to each subdivision of the 
groups should be reported, either in 
columnar form in the proper exhibit or 
as separate schedules of the exhibits. 


Reporting expenses by expense classi- 
fications, through nominal accounts 
only, does not present full disclosure 
of the facts. The functions or purpose 
of the expenditure should be reported 
by means of functional classifications or 
categories. Since this type of classifica- 
tion requires allocation and apportion- 
ment of expenses, the auditor should in- 
clude a statement in his report to the 
effect that the bases of allocation have 
been examined and approved by him. 


At least two categories of expendi- 
tures should be included in the report— 
expenditures for the social service pro- 
gram, and expenditures required to im- 
plement the program. Each group may 
be subdivided as required by the report- 
ing institution. 


The operating statement for restricted 
funds may be omitted if it is replaced 
by a statement of changes in the net 
assets of these funds. 
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Transfers between unrestricted and 
restricted funds result in income for one 
and expense for the other. Transfers be- 
tween any two unrestricted funds do 
not. If a restricted fund whose income 
is available for general purposes trans- 
fers cash to an operating fund, the 
amount transferred is an expense of the 
restricted fund and is income for the 
operating fund. If the operating fund 
transfers cash to an earmarked endow- 
ment fund or to a temporary special 
purpose fund, (all of which are unre- 
stricted funds) neither the income nor 
the expenses of unrestricted funds as a 
group is involved. 


Illustrative Financial Reports 


In the following statements, only the 
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generic titles will be used. “Cash” will 
represent all the individual items usu. 
ally appearing on balance sheets, such 
as cash on hand, cash in _ individual 
banks, cash in savings accounts, ete, 
The accounts will not be listed by 
groups, such as current, fixed, etc. , 

The following statements are pre- 
sented: 

(a) Balance Sheet. 

(b) Statement of Changes in Balances 
of Unrestricted Funds. 

(c) Statement of Changes in Balances 
of Restricted Funds. 

(d) Statement of Income and Ex. 
penses. 

(e) Statement of Expenses Allocated 
into Categories. 





BALANCE SHEET: 


ASSETS 


OPERATING Funp: 


SEER. woe dieuraeaeneennewsare<c's $x 
InvestmentS .......eeeceeeeeeeee x 
Receivables ........cccccccecees x 
$x 
ENDOWMENT Funp: 
Ne oie cau adi eaaseceeecaeees $x 
eo. - & 


$x 


RESEARCH Funp: 
SN eee ona dbdae wens 1048p ie $x 
a re x 
$x 
Bui_pinc Funp: 
Land and building, at nominal 
value (cost $) .........eceeee $x 
$x 
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Figure II 
DECEMBER 31, 19— 


LIABILITIES AND Funb BALANCES 


UNRESTRICTED FUNDS 


Restricted Funps 


Accornte Payale: .6:es0iwisccreness $x 
Accrued expenses .......eseeeeeee x 
Operating Fund balance 
CONE) cimniguaddoenaseswenegass x 
$x 
Endowment Fund balance.......... $x 
$x 
Unpaid appropriations ............ $x 
Research Fund balance .........-- x 
$x 
Building Fund balance .........--- $x 
$x 


Note: Pledges receivable in the amount of $.......... are not included. 
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Figure III 


STATEMENT OF CHANGES 
IN BALANCES 


OF UNRESTRICTED FUNDS 


Year Ended December 31, 19— 
OpERATING FUND 
Balance of Fund—January 1, 19— 
Additions 
(Specify) 
Income for year (Page )... 


Deductions 
MSPECMEV)) 6:010,4)s\eveletec sere. ocere'ee 
Expenses for year (Page )... 


Balance—December 31, 19— (Page 


Note: Continue with similar statement 


each unrestricted fund. 


lx 


ly 





Figure IV 


STATEMENT OF CHANGES 
IN BALANCES 
OF RESTRICTED FUNDS 


Year Ended December 31, 19— 


RESEARCH FUND: 


Balance of Fund—January 1, 
AES fr  Sasnanerscies neh om eatiiere-e 


Consisting of 


MER) ccdeasiausened avec $x 
PRVESEMERTS: fox. case delicous x 


Income 
Contributions 
Gain on sales of securities 


Expenses 
Awards for research ...... 
Rustedial {66S) ..0606000% 


Balance of Research Fund 


December 31, 19— __........ 
Consisting of 
WM ere ah iN re $x 
MIVERMENGS: hc.o< sco ces0%0% x 
$x 


Less unpaid appropriations x 


F | 
* 


II 
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Figure V 


STATEMENT OF 
INCOME AND EXPENSES 


Year Ended December 31, 19— 


Oper- 
ating 
Total Fund 








INCOME: 


Contributed income ... $x $x 
Membership dues .... x 
Endowment income ... x 


Earned income ....... x x 
$x $x 
Interfund transfers .... x 
ToTaL INCOME .... $x $x 
EXPENSES: 
Fund) raising. (065660: $x $x 
Public information and 
education ........0. x ¥ 
Administration ....... x x 
Chapter expansion .... x x 
Capital expenditures x x 
Social service program x x 
ToTaL Expenses .. $x $x 
Excess OF INCOME ..... $x $x 


Notes: 


Endow- 
ment 
Fund 





$x 


$x 
(x) 


$x 


1. If earned income is material, separate 
schedules should be prepared showing 


gross income, costs and expenses. 


2. Contributed income should be classified 


in accordance with form presented on 


page 284 (April 1958 issue). 


3. Supporting schedules of expenses are 


shown on page 340. 
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Suggested Accounting Principles 
for Philanthropic Institutions 


This article has attempted to point 
out differences in accounting procedures 
of business enterprises and philanthropic 
institutions. From a review of the sub- 
ject and an analysis of the differences, 
it is possible to formulate a statement 
of accounting principles applicable to 
philanthropic institutions. These 
gested principles will be presented in 
three groups—conventions, standards of 
recording, and doctrines of reporting. 


sug- 


Conventions 

1. Non-profit Viewpoint. Philanthrop. 
ic institutions are organized for social 
service, not for profit. Therefore, the 
accounting principles and _ procedures 
applicable to the determination of busi. 
ness net income do not necessarily apply, 

2. Dual Entity Concept. As in busi- 
ness enterprises organized for profit, 
each individual agency is deemed to be 
a separate and distinct entity. However, 
in philanthropic institutions, each agency 
may have a dual entity—one which re- 
ceives and accounts for the unrestricted 





Figure VI 
STATEMENT OF EXPENSES ALLOCATED INTO CATEGORIES 

















Year Ended December 31, 195—— 





































































































| Public 
j Infor - 
} mation Chap- Social 
_— and fy ter Capital | Service 
ede | Fund Edu- | Admini- | Expan- | Expen Pro- 
Accrint ei Potal_| Raising | cation | stration sion ditures gram 
1. Salaries ee ee 2 —- 
2. F.LC.A. and fringe benefits |__ = 
3. Rent and utilities SSS aie 
4. Building repairs and mainte- 
nance = - 
5. Travel, auto expense, carfare 
Chk es ee pe 
6. Telephone and telegraph _ aa 
7. Meetings, conferences, | 
dinners ees _— = 
8. Professional fees BF ate: a : 
9. Office supplies and expenses ie 2 _ 
10. Rental and service of 
equipment 
11. Insurance =. oe > 
12. Printing and lettershop, . 
including distribution 
expenses 
13. Publications purchased 3 a 3 i ; | 
14. Development of materials _ a ; | 
for publications | 
15. Publicity and promotion re eae | : 
16. Furniture and fixtures 
17. Chapter assistance and Sage = a we | 
expansion | | ; 
18. Special fund-raising events a Sa lle 
Rewer. ToTALs ei i Oi - | nae a — 
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contributions and sundry other income; 
the other, which acts as custodian for 
restricted contributions, to be used and 
accounted for as the donors have pre- 
scribed. 


3. Annual Accounting Period. The 
life of any enterprise ordinarily is 
planned to extend over a period of years. 
In order to facilitate recording and re- 
porting, the financial data are recapitu- 
lated in terms of annual fiscal periods. 
In philanthropic institutions, a further 
reason exists for this procedure. Their 
major source of income is contributions, 
received in the main as a result of an- 
nual fund-raising efforts. There is no 
assurance that there will be a repetition 
or continuity of contributions, without 
additional fund-raising efforts. The an- 
nual accounting period is not only con- 
venient, but also logical. 


|. Responsibility for Adherence to 
Budget. To justify requests for contri- 
butions, the public must be informed 
of the aims of an institution, the specific 
projects contemplated to fulfill the aims, 
and the anticipated costs. For this rea- 
son, budgets should be prepared and 
presented to the public as part of the 
appeal. The budgets constitute an im- 
plied promise as to the manner in which 
contributions will be utilized. 


5. Special Nature of Accounting Goal. 
The goal of accounting should be the 
recording and reporting of financial 
transactions in a manner which will best 
account for the stewardship of unre- 
stricted funds and the trusteeship of 
restricted funds. 


Standards of Recording 

l. Recordkeeping on Fund Account- 
ing Basis. The books should be set up 
and reports made on the basis of funds, 
each fund to be treated as if it were a 
separate entity. If unrestricted funds are 
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thereafter earmarked by the directors 
for special purposes, each such fund 
should be treated as a separate entity. 

Accounts should be set up not only 
by natural classification, in nominal ac- 
counts, but also should be subdivided 
by functional classifications, into cate- 
gories. 


2. Matching of Revenues and Expend- 
itures. In business enterprises operat- 
ing on the accrual basis, revenues must 
be related to applicable costs in the 
determination of net income. All costs, 
whether or not paid for, must be 
matched against all revenue, received 
or receivable. Costs are ordinarily in- 
curred with the primary expectation that 
they will produce revenue. In philan- 
thropic institutions this principle is ap- 
plicable only to earned income, where 
corresponding costs and _ expenses 
should be related. 

In philanthropic institutions, contri- 
buted and other income must first be re- 
leased or raised in order to provide the 
of meeting all expenditures, 
whether for current operational costs or 
for capital expenditures. Hence the 
matching process consists of relating the 
contributed and other income to all ex- 
penditures made in the same fiscal per- 
iod, whether or not the expenditures 
have been wholly consumed therein. 

Income and expenses may be recorded 
either on a cash, accrual, or a modified 
accrual basis, as long as there is full 
disclosure of material facts. It should 
be noted that a majority of institutions 
use the modified accrual basis of re- 
cording. 


means 


3. Expense Proration Principle. Nor- 
mally, expenditures should not be pro- 
rated by accounting periods, but should 
be recorded as expense in the year they 
are incurred. This includes payments 


for capital expenditures — buildings, 
furniture and fixtures and automotive 
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equipment. It includes expenditures for 
items whose useful life extends beyond 
the current accounting period—insur- 
ance premiums, publications distributed 
without charge, etc. 

There may be two exceptions to this 
procedure 


a. In the case of expenditures related 
to earned income from sales or services, 
as noted above, prorations should be 
made unless they are immaterial in 
amount. 

b. In some instances, this procedure 
may have the effect of invalidating com- 
parisons of operations between years. 
Although variations of expenditures for 
a particular item of expense may readily 
be explained, if proration is used as a 
better method of comparison, it should 
be considered acceptable. 

The cost of buildings should not be 
amortized by periodic depreciation 
charges in the operating statement of 
the General Fund. It should be set up, 
in a special fund, either at cost or at a 
nominal value. If the building is set 
up at cost, depreciation may be charged 
against the special fund, so that a record 
of the current amortized value of the 
historic cost is available. It must again 
be emphasized that depreciation should 
not be charged as an operating expense. 


4, Expense Allocation Principle. Ex- 
penses should be allocated among func- 
tional classifications or categories, to 
show their purpose as well as their na- 
ture. Those methods of allocation 
should be applied which best fit the 
various types of expenditure. The pur- 
pose for which the expenditure was 
made should serve as a guide for its 
classification. 


Doctrines of Reporting 
1. Full Disclosure. Reports should 
reveal all material financial data in as 
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In fur- 


simple a manner as possible. 
therance of this requirement, the re. 


ports of unrestricted and_ restricted 
funds should be presented separately, 
Income and expenses of each fund 
should be segregated into functional 
categories. 

2. Budget and Operating Statement 
Comparison. Actual results of opera- 
tions should be compared with budgeted 
figures. In this way the public is af. 
forded the opportunity of judging how 
well the implied promises of the budget 


had been fulfilled. 


3. Bases of Expense Allocations. A 
statement concerning the methods of 
allocation should be included as part 
of the financial report. Although a de- 
tailed report of the bases used need not 
be included, those who read the report 
should be assured by the auditor that 
the methods employed were investigated 
and found to be satisfactory. 


4. Consistency. Reports should he 
prepared from accounting records main- 
tained on a basis consistent with that 
of prior years. Any material variation 
in principles applied should be noted 
in the report. : 


5. Conservatism. Fixed assets may 
be reported at a nominal value, which is 
less than the cost. In business enter- 
prises, this procedure is unacceptable 


because 
a. It reduces profits improperly, 
while 
b. It creates a _ hidden reserve, 


thereby understating the net worth. 

There is justification for the doc- 
trine as applied to philanthropic insti- 
tutions. No profits are involved; hence, 
there is no improper reduction thereof. 
The hidden reserve created applies only 
to the plant or building fund, which was 
created through contributed income. 
The expenditure of that income will 
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have been reported in the year it was 
received, thereby fulfilling the obliga- 
tion of the institution to account for in- 
come received. The building may be 
regarded as a necessary tool for the im- 
plementation of program over subse- 
quent years. While it is true that there 
js an intrinsic value not recorded among 
the assets, thereby creating a hidden 
reserve, that reserve normally cannot 
be used for the current purposes of the 
institution. If desired for the purpose 
of full disclosure, the original cost of 
the assets recorded at a nominal value 
may be noted in the report. 


A Forward Look 


The present report does not pretend 
to be a complete study of the accounting 
principles and procedures employed by 
all philanthropic institutions. On the 
other hand, it is based upon a thorough 
investigation of a sufficiently represen- 
tative cross-section of this field. There 
is sufficient agreement in the major 
areas of recording and reporting to 
conclude that a statement of generally 
accepted accounting principles for phil- 
anthropic institutions can be formulated. 
Certainly there was an intense desire 
among the participating individuals and 
institutions to cooperate fully. The ne- 
cessity for continued study is recog- 
nized, 

The combined knowledge and experi- 
ence of all public and private account- 
ants involved in this field should be 
utilized in the reexamination and ap- 
praisal of the statement of acounting 
principles proposed herein. Those 
which withstand such a test of general 
acceptability should be incorporated into 
a statement of generally accepted ac- 
counting principles for philanthropic in- 
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stitutions. This may best be done under 
the sponsorship of some recognized pro- 
fessional accounting group working in 
conjunction with research agencies in 
the various fields of philanthropy. 


There is a definite need for the crea- 
tion of a uniform terminology in this 
field, and a refinement of the concepts 
applicable to the terminology estab- 
lished. This is of sufficient importance 
to warrant further study by a special 
committee of the group suggested pre- 
viously. 

Two factors give rise to the opinion 
that the categories of expenses in use 
at present may be inadequate or imprac- 
tical — the changing concept of fund 
raising and the mass education program 
of many institutions. The title of the 
category, Fund Raising, is believed to 
be inadequate and misleading to de- 
scribe the types of costs presently in- 
cluded therein. Mass education is the 
purpose and the program of a number 
of institutions, which would classify the 
costs as part of their social service pro- 
gram, not as public information and 
education. The problem of reclassifying 
and renaming of categories should be 
investigated. 

The accounting problems of philan- 
thropic institutions differ from those of 
business enterprises organized for profit. 
These institutions form a sufficiently 
large segment of enterprise activity to 
have warranted this study. It has been 
undertaken with a view to assisting in 
the establishment of uniform accounting 
principles and procedures which will 
make financial reporting more useful to 
the institutions themselves and to the 
general public. It is hoped that this 


report on the study has fulfilled these 
objectives. 











Tax Treatment of Meals and Lodging 


By Paut V. Wo re, C.P.A. 


This article presents a summary description of the tax treatment afforded 
the value of meals and lodging furnished to employees, and points out the 
extent of taxability under the Federal and New York State tax laws. 


The enactment of Section 119 of the 
Internal Revenue Code of 1954 and the 
adoption of regulations thereunder, rein- 
stated the doctrine of “convenience of 
the employer” in determining the tax- 
ability, for federal income tax purposes, 
of meals and lodging furnished to em- 
ployees. However, the topic has been 
the source of a great deal of current 
confusion and uncertainty in those situ- 
ations where meals, lodging or both 
are customarily given to employees. A 
great deal of this confusion stems from 
the fact that the application of the 
“convenience of the employer” rule was 
changed twice during the past seven 
years, once retroactively by the Commis- 
sioner of Internal Revenue in 1950, and 
the second time by the Congressional 
adoption of the new section of the 
Internal Revenue Code. 

The confusion is further compounded 
when one considers the varying treat- 
ments accorded to meals and lodging 
under the income tax laws of the vari- 
ous states, the federal social security 
and unemployment tax laws and the 
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state unemployment insurance and dis. 
ability laws. This article discusses the 
varying treatments under many of these 
different tax laws where meals and 
lodging are required to be considered 
as a factor in determining tax liability. 


Federal Income Tax Treatment 


Under Section 119 of the Internal 
Revenue Code of 1954 the value of 
meals is excludable from the gross in- 
come of the employee receiving the 
same where meals (1) are furnished 
on the business premises of the em- 
ployer, and (2) are furnished for the 
employer’s convenience. The value of 
lodging is similarly excluded under the 
same code section where the accommo- 
dations are furnished (1) on the em- 
ployer’s business premises, and (2) 
where the employee is required to 
accept such lodging as a condition of 
employment. If these prescribed con- 
ditions are met, both these exclusions 
may apply even though the employment 
contract between the parties indicates 
that the meals and/or lodging are in- 
tended as additional compensation. 


A Comparison With Prior Law 


Under the 1939 Code, as modified by 
the Commissioner of Internal Revenue 
retroactively in 1950 (see 1950-1 CB 
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15), the value of meals and lodging was 
required to be included in gross income 
of the employee receiving the same if 
the meals and lodging represented com- 
pensation or supplementary compensa- 
tion. The “convenience” rule was to be 
employed administratively only in cases 
where the compensatory nature of these 
benefits was not otherwise determinable; 
or in other words, where the employ- 
ment contract or union contract was 
silent with respect to the employer’s 
obligation to furnish meals to its em- 
ployees. In almost all cases where 
there was an employment contract (as 
for example where the New York Hotel 
Trades Council bargained for all of its 
members employed in New York City 
hotels) in which there were pay differ- 
entials set forth where the employer had 
the option of providing meals and a 
lesser cash wage, or where the employer 
obligated himself to furnish meals to 
his employees, the Internal Revenue 
Service required that the value of such 
meals be included in gross income and 
the appropriate amount of tax withheld 
thereon. 


Under the new law no special prob- 
lems are presented from the employer’s 
point of view. The regulations (Reg. 
1119-1) clearly illustrate the situations 
where meals are to be regarded as for 
the employer’s convenience. They state 
that meals furnished immediately before 
or immediately after the employee’s 
tour of duty as well as meals furnished 
during the working day are deemed 
to be for the convenience of the 
employer, if furnished for a business 
purpose of the employer other than 
granting additional or indirect compen- 
sation. Furnishing of a meal before 
the tour of duty obviously encourages 
the employee to report in advance of 
his scheduled tour, and assures that 
he will commence work on time. Simi- 
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larly, where the meal is furnished after 
working hours, it insures that the tour 
of duty will be completed in orderly 
fashion, and that the employee will not 
disrupt the functioning of the employ- 
er’s business. The business purpose in 
each instance is clearly demonstrated. 

However, where meals are furnished 
on an employee’s day off, the value of 
such meals would ordinarily be includ- 
ible in gross income unless the employee 
was required to be “on call” during 
this period of time. 

With respect to lodging, the regula- 
tions cite the following examples. 


1. A civil service employee of a 
state is employed at an institution and 
is required by his employer to be avail- 
able for duty at any time. Accordingly, 
the employer furnishes the employee 
with meals and lodging at the institu- 
tion. Under the applicable State statute, 
his meals and lodging are regarded as 
part of the employee’s compensation. 
The employee would nevertheless be 
entitled to exclude the value of such 
meals and lodging from his gross 
income. 


2. An employee of an institution is 
given the choice of residing at the 
institution free of charge, or of residing 
elsewhere and receiving a cash allow- 
ance in addition to his regular salary. 
If he elects to reside at the institution 
the value to the employee of the lodging 
furnished by the employer will be in- 
cludible in the employee’s gross income 
because his residence at the institution 
is not required in order for him to 
perform properly the duties of his em- 
ployment. (Reg. Par.1.119-1.) 


Ordinarily, the employer can easily 
decide if the prescribed tests are met. 
Analysis of the operative facts and cir- 
cumstances will enable the employer to 
determine whether he has a_ business 
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purpose (other than providing indirect 
additional compensation to his em- 
ployee) in furnishing meals and/or 


lodging. 


Convenience-of-Employer Criterion 


Under the normal employer-employee 
relationship, it will not be difficult to 
determine who is the employer and 
when meals and lodging are given for 
his convenience. But in some instances, 
there has been a certain amount of 
difficulty in determining whether the 
“convenience” rule had any proper 
application. 

In the Benaglia case (36 BTA 838), 
decided in 1937, the taxpayer was 
employed by a corporation as manager 
of several of its hotels and his employ- 
ment contract provided that he was to 
receive meals and lodging at one of 
the hotels in addition to his regular 
salary. Even though stated to be com- 
pensatory in nature, the court ruled 
otherwise, upon a showing that the 
taxpayer took his meals and lived at 
the hotel as part of his managerial 
duties rather than for his own personal 
convenience; thus, he was not taxable 
on the value of meals and lodging, since 
they were not to be regarded as com- 
pensatory for tax purposes. The Com- 
missioner acquiesced. Subsequently he 
amended the Regulations dealing with 
exclusion of lodging to also exclude 
from taxable income the value of meals 
furnished for the employer’s con- 
venience. 

Attention is called to the fact that if 
an employee is required to reimburse 
the employer for meals and lodging 
furnished in kind, the value of such 
meals and lodging are not excluded 
from the gross income of the employee. 
This is so even though the employee 
is required to live on his employer’s 
business premises in order to properly 
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perform the duties of his employment, 
Income tax regulations, Section 1.119.] 
promulgated under the authority con. 
tained in the 1954 Code, provide that 
the exclusion from income “applies only 
to meals and lodging furnished in kind, 
without charge or cost to the employee.” 
These principles are reflected in the 
decision in the recent Boykin case (29 
te. e). 

Where the employer is a corporation, 
any of its employees, even those who 
are officers and stockholders, can ex- 
clude the value of meals and lodging 
furnished for the corporate convenience, 
However, some interesting questions 
have been presented for decision where 
partnerships or individual proprietors 
were involved. 

In the Papineau case (16 TC 130), 
decided January 1951 by the Tax Court, 
it was held that a partner who managed 
a hotel could exclude the value of 
meals and lodging from his own income, 
without upsetting the partnership’s de- 
duction for the cost of such meals and 
lodging. Thus, the Court held that the 
business nature of these expenses to 
the partnership far outweighed their 
personal nature to the partners. 


In 1955, the Tax Court rendered the 
same decision in Doak vs. Commissioner 
(24 TC 569) on the authority of their 
previous decision in the Papineau case. 
The Commissioner took an appeal to the 
Court of Appeals for the Fourth Circuit 
which reversed the Tax Court, saying 
that the cost of meals and_ lodging 
furnished to an owner and operator of 
a hotel could not be deducted in com- 
puting partnership net income. 

Under the Doak decision, it now 
becomes settled that the value of meals 
and lodging cannot be excluded from 
gross income in the case of proprietors 
or partners, since they can never be 
classed as employees of their own busi- 
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ness. The expenses attributable to such 
meals and lodging must be calculated 
and excluded from the expenses of busi- 
ness, thereby increasing the net income 
reportable in the individual’s return. 
Further, the cost of such meals and 
lodging is clearly a personal expense 
to the partner or owner rather than an 
expense of operating the business, even 
if all the tests applicable to the “con- 
venience of the employer” rule are satis- 
fed. The rule fails of application be- 
cause there is no separate “employer” 
in the legal sense of the word. 

Once the propriety of the deduction 
is established, the tax treatment, insofar 
as the employer’s return is concerned, 
remains unchanged. He gets a deduc- 
tion for the cost of the employees’ meals 
consumed, either by setting up a sepa- 
rate deduction for “Employees’ Meals” 
or by including it in his cost of food 
sales. The value of employees’ lodging 
will not appear in the employer’s tax 
return, inasmuch as the theoretical ren- 
tal value will have already been de- 
ducted from theoretical gross rental 
income in reconciling down to the actual 
rental income to be reported on the 
employer’s income tax return. 

It should be noted that cases arising 
from tax years prior to 1954 being 
decided currently are still governed by 
the 1939 Code, and if compensation 
was or could be spelled out from the 
employment contract or the intent of 
the parties, the value thereof had to be 
included in gross income, regardless of 
whether the meals or lodging were in 
fact given for the employer’s con- 


venience. (Romer, 28 TC 145.) 


New York State Income Tax Treatment 


The federal “convenience of the em- 
ployer” rule has no counterpart in the 
employee’s computation of taxable in- 
come for New York State income tax 
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purposes. The New York State rule 
is set forth in regulation Article 25, as 
follows: 


“cc 


. . . Where services are paid for 
with something other than money the 
fair market value of the thing taken in 
payment, at the time such payment is 
made, is the amount to be included as 
income. . . . Where board, lodging, 
maintenance or living quarters are 
furnished to employees as a part, either 
expressed or implied, of the contract 
of employment, and such emoluments 
have a cash value in serving to reduce 
the personal living expenses of the 
employee, the money equivalent or cash 
value which represents the gain or the 
reduction in the personal living expenses 
of the employee should be added to his 
cash compensation. However, where 
such remuneration constitutes purely a 
gratuity or voluntary payment inde- 
pendent of the contract of employment 
and provided that no pecuniary benefit 
or profit accrues to the employee there- 
from, the same will not be considered 
as taxable income. . .” 

A careful consideration of the fore- 
going language of the regulation indi- 
cates that there are very few, if any, 
instances where meals and _ lodging 
furnished to an employee are not sub- 
ject to tax. It is also clearly indicated 
that the amount of income received by 
an employee by reason of his being the 
recipient of such emoluments is to be 
taken into income based upon a sub- 
jective appraisal of the amount by 
which his personal living expenses are 
reduced as a result of receiving such 
emoluments. This situation presents a 
difficult administrative problem for the 
employer with regard to his obligation 
under the law of reporting compensa- 
tion paid to employees in furnishing 
meals and lodging to employees. In 
order for the employer to properly 
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ascertain the amount of taxable income 
to an employee by reason of the em- 
ployee’s acceptance of meals and lodg- 
ing, it is really necessary for the em- 
ployer to be fully acquainted with the 
living standard of the employee. This 
can be a tremendous burden on the 
employer in reporting to the State the 
taxable income received by the em- 
ployee. As a practical matter in meet- 
ing this obstacle many employers have 
reported meals and lodgings furnished 
to employees at amounts based upon 
the valuation rates for meals and lodg- 
ings promulgated by the Industrial 
Commissioner for New York State un- 
employment insurance tax purposes. 

A practical illustration of the effect 
of the foregoing rule could be illustrated 
by the following circumstances. If an 
employee is married and maintains a 
separate home but is required by reason 
of his employment to stay on the em- 
ployer’s premises for a period of time 
and a room is provided him for such 
purposes, it can be readily seen that 
the employee could not be taxed on 
any value of the room because his 
personal living expenses were not re- 
duced. On the other hand, if luncheon 
meals were also furnished to the em- 
ployee, five days a week, it would appear 
that the employee would be considered 
as having taxable income by reason of 
receiving such meals to the extent that 
his personal living expenses were re- 
duced thereby. 


Federal Social Security Aspects 


Even though the employee may ex- 
clude the value of meals and lodging 
from gross income for federal income 
tax purposes, such values are considered 
remuneration for federal social security 
tax purposes. No valuation of meals, 
lodging or any combination of the two 
has ever been definitely established by 
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the Social Security Administration. The 
social security regulations state that 
the “fair cash value” of these items 
is to be used in computing the amounts 
includible in the taxable wage base, 
and they have sanctioned among other 
methods the use of the values adopted 
by the various states which are required 
to be used for state unemployment 
insurance purposes. Thus, the values 
may range from $5 to $20 per week 
for full room and board and from 20¢ 
to 6674¢ for single meals, depending 
on the particular State. 

The employer must include the 
appropriate value of meals and lodging 
and pay the entire 414% tax thereon. 
He, of course, recovers approximately 
half this expense through employee 
payroll deduction of 2%4%. 


Federal Unemployment Insurance 


The value of meals and lodging re- 
quired to be used in computing the 
federal unemployment tax is the same 
as that defined in the state unemploy- 
ment insurance law for the state or 
states in which the employer has taxable 
payroll. The annual federal unemploy- 
ment insurance tax return itself calls 
for “taxable payroll” as defined in the 
State Act. Attention is called to Rev. 
Ruling 57-471 which sets forth the pres- 
ent position of the government with 
regard to the taxability of meals for 
federal unemployment insurance tax 
purposes. Under this rule it is stated 
in substance that where meals are furn- 
ished to an employee by an employer 
engaged in the business of a_ hotel, 
restaurant, lunch counter or cafeteria, 
such meals furnished to employees are 
subject to tax, whereas meals furnished 
to employees of other businesses are 
not subject to tax. The ruling attempts 
to clarify the application of Ruling SST 
302 issued in 1938, which dealt with a 
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situation where a bank furnished meals 
to its employees, and held that the 
meals so furnished were not subject to 
tax. The basis for the distinction be- 
tween the two types of situations, as 
explained in Rev. Ruling 57-471, is 
based on the theory that “as a practical 
matter the value of such meals [| fur- 
nished to employees in the restaurant 
industry] is generally regarded as part 
of the employees remuneration and 

constitutes an appreciable part 
of the total remuneration of such em- 
ployee.” 

While the foregoing constitutes the 
present position of the federal unem- 
ployment insurance tax department, it 
is submitted that the difference between 
the two classifications, one resulting in 
a tax on employees’ meals and the other 
exempting said meals from a tax, is a 
distinction without a difference. It is 
this writer's opinion that the tax dis- 
tinction between the two situations does 
not withstand critical analysis. If meals 
furnished to employees of a bank are 
considered to be non-taxable, then cer- 
tainly the meals furnished to employees 
of hotels, restaurants, lunch counters 
and cafeterias should be similarly non- 
taxable. In the consideration of this 
problem, meals furnished to employees 
of hotels, restaurants, lunch counters 
and cafeterias are invariably given to 
the employees as a convenience to the 
employer so that the employees can, 
with convenience, carry out their em- 
ployment duties. For income tax pur- 
poses the ruling is now clearly estab- 
lished that where meals are furnished 
to employees on the premises of the 
employer for the employer’s conven- 
ience, said meals are not subject to 
income tax. 

Waiters and others engaged in the 
food service industry invariably receive 
meals and it is essential and necessary 
for them to have said meals on the 
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employer’s premises in order to enable 
the employer to conveniently serve the 
public. If a waiter or chef, right in 
the middle of a meal or shortly before 
the service or preparation thereof, were 
to leave the employer’s business prem- 
ises for the purpose of securing a meal 
elsewhere, it can be readily seen that 
the employer’s business would be seri- 
ously affected. Meals furnished to em- 
ployees of the food service industry are 
never specially prepared for the em- 
ployees who invariably have to take 
“pot luck” with regard to partaking of 
meals made available to them by the 
employer. These facts clearly lend 
themselves to the non-taxability of the 
meals furnished. 


State Unemployment Insurance 


All of the states require that meals 
and lodging furnished employees be 
considered in computing unemployment 
insurance taxes. Only two states (Mis- 
souri and Texas) have not established 
definite values to be included in com- 
puting taxable wages paid. All the 
other states have prescribed minimum 
values and most provide that the em- 
ployer may use higher values, if such 
are set by agreement with the employee 
or employee bargaining representatives. 

New York State has adopted the 
following schedule in valuing these 
benefits: Meals—25¢ per meal; Lodging 
—$2.50 per week or 40¢ per day. 

Where an employer can show that 
these values, fixed by the State’s Indus- 
trial Commissioner, are in excess of the 
true value, he will be permitted to 
substitute the true values. 

It should be noted, in the case of 
meals, that they are considered as part 
of “taxable wages” generally, but some 
special situations exist where meals 
may be excluded from the tax base. 
Such a case would occur where an em- 
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ployer could show that free lunches, for 
example, were given to employees vol- 
untarily and outside the contract of 
employment, and that the wage scale 
was not affected by the furnishing of 
such “free lunches.” 

It should be that “supper 
money” payments made to employees 
who work overtime and who necessarily 
incur the expense of an additional meal 
are deemed excludable from taxable 
wages in all 48 States for unemployment 
insurance purposes and are similarly 
treated for federal and _ state 
tax purposes. 


‘ 


noted 


income 


New York Disability Law 

The New York Disability Benefits 
Law requires that the value of meals 
and lodging be included in computing 
the wage base subject to the disability 
tax law provisions. In establishing the 
value of meals and lodging, any values 
mutually agreed upon and set forth in 
the contract of employment or collec- 
tive bargaining agreement are to be 


used. If there is no contract valuation, 


the law provides that the hourly fate 
differential as provided in the applic. 
able state minimum wage be used, For 
example, in the restaurant industry, the 
current differential is 10 cents per hour, 
That is, a full time employee who re. 
ceives two meals per day on each day 
worked may be paid 10 cents per hour 
less than the straight cash wage rate 
per hour where no meals are involved, 
Therefore, in the absence of a contract 
figure, ten cents per hour ($4.00 per 
40 hour week) would have to be added 
to the cash wages paid in order to 
determine the wage base subject to the 
Disability Insurance law. 

Similarly, lodging is to be valued at 
$2.50 per week (40 cents per day) in 
determining the wage base subject to 
the disability levy. 

The hourly differential assigned in 
the minimum wage order varies in each 
industry. The differential in the hotel 
industry minimum wage order is cur- 
rently six cents per hour for meals, but 
varies according to employee classifica- 
tion for lodging. 


Internal Accounting Reports 


The primary function of an accounting report should be its use as a 


basis for action. The collection and accurate recording of information is not 


a difficult process in itself, but unless the implications flowing from the facts 


and figures presented are clearly understood by the recipient the value of 


the report as an instrument of management is negatived. Weakness in pres- 


entation may be responsible for corrective action being delayed or even 


completely neglected. In such circumstances the report has lost its objective 


value. 


Its preparation has merely provided academic exercise for the ac- 


countant, and the time spent in compilation represents an economic waste. 


An accounting report should be a basis for action, and the action must 


not be delayed, particularly today when trade and economic conditions are 


subject to rapid change, and management is continuously required to make 


immediate decisions. 


The information which is one of the bases for deter- 


mination of the course of action to be taken must be readily available, now, 


so I stress the importance of timeliness in the preparation of internal reports 


for use by management. 


C. R. Hicxine, “Accounting in This Managerial Age,” 
Tue AustRALIAN AccountTANT, February 1958 
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and the Accountant 


By JerroLD G, VAN CIsE 


The Robinson-Patman Act 






After a discussion of the price-discrimination provisions of 
the Robinson-Patman Act and an analysis of the legal issues 
involved, the author deals with the technical accounting aspects 
which necessitate a close attorney-CPA working relationship. 


The accountant in the discharge of 
his professional duties frequently comes 
upon disturbing indications that his 
client is engaging in price discrimina- 
tion. On these occasions, it may not 
always be clear whether or to what 
extent he should concern himself with 
this discrimination in view of the legal 
issues raised. The objective of this 
atticle, accordingly, is to outline the 
legal issues raised by price discrimina- 





JeRROLD G. VAN CISE is a member of 
the New York Bar and a partner in the 
law firm of Cahill, Gordon, Reindel & 
Ohl. He is a member of the Council, 
Section of Antitrust Law of the Amer- 
ican Bar Association, and vice chair- 
man, Section on Antitrust Law of the 
New York State Bar Association. 


This article is an expanded and formal 
adaptation of a paper presented by the 
author at the November 21, 1957 tech- 
nical meeting sponsored by our Soci- 
ety’s Committee on Cost Accounting and 
Inventory Methods. 
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tion and the nature of the role which the 
certified public accountant may play with 
respect thereto. First, there is presented 
a general explanation of the manner in 
which an attorney analyzes discrimina- 
tion in the light of the controlling pro- 
visions of the Robinson-Patman Act. 
Second, there follows a detailed discus- 
sion of how the attorney requires the 
assistance of the accountant to deal with 
the cost justification phase of this Rob- 
inson-Patman analysis. Finally, there 
are submitted a few practical sug- 
gestions with respect to the manner in 
which the two professions might dis- 
charge their respective cost justification 
roles. 


General Analysis 


Statutory Provisions 


An attorney who undertakes to ana- 
lyze an alleged discrimination in the 
light of the Robinson-Patman Act must, 
of course, initially study the statutory 
requirements of that Act. 

Section 1(a) of that Act (known also 
as Section 2(a) of the Clayton Act) 
provides, in part: 
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“That it shall be unlawful for any per- 
son engaged in commerce, in the course 
of such commerce, either directly or in- 
directly, to discriminate in price between 
different purchasers of commodities of 
like grade and quality, where either or 
any of the purchases involved in such 
discrimination are in commerce, where 
such commodities are sold for use, con- 
sumption, or resale within the United 
States or any Territory thereof or the 
District of Columbia or any insular 
possession or other place under the jur- 
isdiction of the United States, and where 
the effect of such discrimination may 
be substantially to lessen competition or 
tend to create a monopoly in any line of 
commerce, or to injure, destroy, or pre- 
vent competition with any person who 
either grants or knowingly receives the 
benefit of such discrimination, or. with 
customers of either of them * * *”! 

Upon study of these provisions, the 
attorney finds that the Act in essence 
forbids a discrimination where the fol- 
lowing three facts exist: 

1. A discrimination in price, 

2. Between purchasers of commod- 
ities of like grade and quality, 

3. Where the effect may be substan- 
tially to lessen competition, tend to 
create a monopoly or injure competition 
with any person. 


Sections 1(a) and (b) of the Robin- 
son-Patman Act further contain certain 
provisos qualifying and to a degree nul- 
lifying the above prohibition of dis- 
crimination. Quotation of these pro- 
visos here is unnecessary. It is enough 
to say that the attorney, following a 
study of these qualifying provisos, finds 
that an otherwise forbidden discrimina- 
tion is nevertheless permitted by the 
statute where any one of the following 
three affirmative justifications spelled 
out in those provisos is established: 


1. The discriminatory lower price is 
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in response to changing conditions af. 
fecting the market for or marketability 
of the commodities involved, 

2. The discriminatory lower price js 
made in good faith to meet an equally 
low price of a competitor, or 

3. The discriminatory lower price 
makes only due allowance for specified 
cost differences. 

The attorney necessarily concludes, 
from this review of the Robinson-Pat- 
man Act, that to determine whether an 
alleged discrimination is in violation of 
that Act he must resolve three negative 
and three affirmative issues. First, the 
Act requires him to determine whether 
any one of the three facts essential to 
establish an unlawful discrimination is 
not present. If any one of these facts 
is absent, there exists no unlawful dis- 
crimination. Second, the Act instructs 
him further to determine if any one of 
the three affirmative justifications for 
such a discrimination is present. If so, 
the otherwise unlawful discrimination 
becomes lawful. Finally, he then, in 
addition, mentally notes that there are 
certain other statutory provisions of 
limited application which may also re- 
quire his attention, but he usially sets 
these to one side until the aforesaid six 
major factual issues have been reviewed. 

The attorney, thus enlightened by this 
analysis of the Robinson-Patman Act, 
thereafter proceeds to apply his study 
of the law to the specific discrimination 
that he is to review as indicated in the 
following discussion. 


Negative Issues 


The attorney initially takes steps to 
resolve the negative issues of whether 
one or more of the three facts essential 
to establish an unlawful discrimination 
are not present. If he finds that any one 
of these facts is missing, he knows that 
the discrimination that he is consider 
ing is not forbidden by the Act. 
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First, he checks to see whether the 
discrimination under review is or is not 
a “discrimination in price.” Thus, if 
he finds that his client is selling at dif- 
ferent gross prices but, in fact, at the 
same net prices, he may conclude that 
“discrimination” is not present.” Again, 
if he determines that his client is dis- 
criminating in some manner other than 
in price, as, for example, by selling to a 
few retailers but not to others, he may 
decide that any discrimination involved 
at least is not discrimination “in price.’”* 

Second, he looks to see whether the 
discrimination under review is or is not 
between “purchasers of commodities of 
like grade and quality.” Should he de- 
termine that the persons involved do not 
buy directly from his client, and are 
not controlled by his client in buying 
indirectly through his client’s customers, 
he may conclude that such persons are 
not “purchasers.”* In the event that he 
finds any discrimination between pur- 
chasers to be in a price charged for 
services (which are not ancillary to any 
sale of a commodity), e.g., for the trans- 
portation of passengers,® he may decide 
that the discrimination is not between 
purchasers of “commodities.” And 
should the discrimination consist in 
charging a lower price for an inferior 
grade of gloves and a higher price for 
a superior grade of this commodity,® 
he may properly conclude that there is 
no unlawful discrimination in the sale 
of commodities of “like grade and 
quality.” 

Third, he then scrutinizes the dis- 
crimination for any indication that its 
eect may be to “injure competition.” 
Many price differences are so small that 
they could have little or no effect on 
“competition.”” Other differences might 
“injure” competition if they discrimi- 
nate between competing buyers® but not 
if they solely affect competing sellers.® 
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And still others, such as functional 
prices giving a lower price to whole- 
salers than to retailers,!° actually pro- 
mote competition. 


Affirmative Issues 


If the attorney finds that each fact 
essential to establish an unlawful dis- 
crimination is present, he realizes that 
the discrimination under review is prima 
facie unlawful. He then seeks to deter- 
mine whether or not one of the Act’s 
three affirmative defenses justifies the 
discrimination. 

First, he reviews the facts to see 
whether by chance his client has sold 
at a lower price to some customers than 
to others in response to “changing con- 
ditions” affecting either the market for 
or the marketability of the commodities 
involved. For example, his client may 
have differentiated in price in order to 
enable his customers to buy, at their 
election, either on a short-term or on a 
long-term basis..1 Or his client may 
have found it necessary to dispose of 
distress merchandise to a few of its cus- 
tomers in bona fide transactions at spe- 
cial distress prices.'* In either case he 
may conclude that any discrimination 
would be justified by the differing mar- 
ket “conditions” of the respective sales. 

Second, he checks the facts to see 
whether his client “in good faith” has 
sold at a lower price to some than to 
others in order to “meet an equally low 
price” of a competitor. His client may 
have done so in order to meet competi- 
tion for the trade in a particular area’ 
or for particular customers.'* In either 
event, if his client is acting “in good 
faith” to “meet” and not to beat com- 
petitive pricing,’ the price discrimina- 
tion would be affirmatively justified. 

Third, he analyzes the facts to deter- 
mine whether or not his client has sold 
at a lower price to some than to others 
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in order to make “only due allowance” 
for differences in the cost of selling and 
delivering to these customers. He soon 
realizes, however, that at this point he 
is over his head in a sea of figures and, 
if he is well advised, urgently calls 
upon the certified public accountant to 
throw out an accounting lifeline. It is 
here that the role of the accountant with 
respect to price discrimination com- 
mences, as more particularly discussed 
below. 


After this examination of the key pro- 
visions of Sections 1(a) and (b), the 
attorney must also consider certain other 
portions of the Robinson-Patman Act 
of less general applicability which may 
affect his client. For example, if the dis- 
crimination is local he considers whether 
it is possibly exempt from the Act as 
not involving interstate commerce,’ or, 
if he represents a buyer, he considers 
whether proof of lack of knowledge of 
the illegality of a discrimination re- 
ceived may not save that buyer.’7 On 
the other hand, he may be concerned 
by the possibility that sales were made 
at “unreasonably low prices” for the 
purpose of eliminating a competitor, 
which may be unlawful under Section 
3 of the Robinson-Patman Act even 
though no discrimination is involved.'® 
Furthermore, what he believes to be a 
simple price discrimination problem 
may, on further analysis, turn out to be 
in fact an allowance in lieu of broker- 
age or an advertising or promotional 
allowance, all of which are subject to 
different tests under Sections 2(c) and 
2(d).1° 

If this last despairing search into the 
encircling provisions of the Robinson- 
Patman Act reveals no opening through 
which the discrimination may escape, 
the attorney has, of course, no alterna- 
tive but to prepare himself for the ordeal 
of advising his client that the discrimi- 
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nation is caught and condemned by that 
Act. For this purpose he fortifies him. 
self with a quick look at the public and 
private procedures for the enforcement 
of the Act, and discovers that the dis. 
crimination may entail investigation, 
litigation, orders to cease and desist,’ 
treble. damages! and, in certain extreme 
situations,”* fines and jail.** He there. 
upon as tactfully as possible submits his 
adverse legal opinion to his client and 
preaches a sermon of antitrust compli- 
ance in which the conscientious desire 
of his client to attain antitrust perfec. 
tion is strengthened by realistic fears 
of antitrust purgatory. 

Fortunately, the attorney in many in- 
stances discovers that one or more of 
the various major or minor tests for 
determining Robinson-Patman validity 
does in fact apply to, and authorizes, 
the discrimination under review. Many 
reasonable forms of price differences 
are, of course, permitted by the Act. 


Cost Justification 


Statutory Provisions 


Our attorney in his analysis of the 
three affirmative justifications for price 
discrimination, we have seen, will often 
at some point need to determine whether 
or not the cost savings proviso of the 
Robinson-Patman Act authorizes the 
discrimination under review. 

This proviso, in effect, declares that a 
seller may charge a lower price to some 
customers than to other customers where 
the differential between these prices 
makes: 

“* * * only due allowance for differ- 
ences in the cost of manufacture, sale, 
or delivery resulting from the differing 
methods or quantities in which such 
commodities are to such purchasers sold 
or delivered.”4 

The attorney upon study of this pro- 
viso, as we have mentioned, soon realizes 
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that he cannot unaided determine 
whether or not this cost savings pro- 
viso sanctions the discrimination under 
review. For the statutory language, in 
substance, requires him to apply to the 
discrimination a composite mix of legal 
and accounting principles to three chal- 
lenging tasks: 

First, he must discover which costs 
of manufacture, sale or delivery, if any, 
differ as the result of differing methods 
or quantities of sale or delivery; 

Second, he must then discover the ex- 
tent to which these costs of manufac- 
ture, sale or delivery differ with differ- 
ing methods or quantities of sale or 
delivery; and 

Third, he must thereupon compare 
any difference in price (given by rea- 
son of the differing methods or quanti- 
ties of sale or delivery) with the differ- 
ence in costs (resulting from these dif- 
fering methods or quantities of sale or 
delivery), in order to determine whether 
or not the price differential makes only 
due allowance for the cost differential. 

The attorney, accordingly, upon re- 
flection, usually defers his determination 
as to whether the cost savings proviso 
justifies the discrimination at issue un- 
til he is joined by an accountant. In 
the processing of the three-stage analy- 
sis above outlined, two heads are clearly 
better than one. To paraphrase a fa- 
mous legal maxim, the attorney who 
seeks to be his own accountant, in such 
a Robinson-Patman analysis, has a fool 
for a client. 

The attorney and the accountant will. 
of course, begin their joint study of cost 
justification with the actual needs of 
their client in mind. These needs will 
tend to channelize the type of investiga- 
tion that they make and prevent them 
from coming up with a mere academic 
dissertation exhibiting professional in- 
genuity but lacking practical utility. 
Nevertheless, it is important that the 


1958 


The Robinson-Patman Act and the Accountant 


form in which their assignment is pre- 
sented to them should not dull their 
alertness to the existence of other cost 
factors not specified (and possibly not 
known) by their client which may be 
of equal relevance to their study. For 
example, the cost differences which the 
client has in mind as justifying a pos- 
sible differential may be more than 
counterbalanced by other cost differen- 
tials that work in the opposite direc- 
tion.”° 

Frequently, moreover, the team will 
find it advisable to make a preliminary 
study to determine whether there is a 
reasonable likelihood that any price dif- 
ferential can be cost justified, before 
they recommend as being worth while 
the more elaborate, detailed and expen- 
sive study needed to prove the cost sav- 
ings defense to the satisfaction of a po- 
tential court or hearing examiner.7® 

Once these preliminary phases of their 
work are concluded, however, the at- 
torney and the accountant will proceed 
step by step to make the definitive cost 
study required by the statutory cost 
proviso. The order in which the attor- 
ney and accountant eventually proceed 
in determining whether the price dis- 
crimination is justified by the cost sav- 
ings proviso, needless to say, is a mat- 
ter to be determined by the individual 
experience and preferences of those par- 
ties. Whatever the order that they fol- 
low, however, the attorney and account- 
ant will apply their complementary 
skills to the three-stage requirements of 
the cost justification project substan- 
tially as presented in the following dis- 
cussion, 


Cost Segregation 


The attorney and accountant in the 
course of their work proceed at some 
point to segregate, from all other costs 
of the business organization involved, 
those costs of manufacture, sale and 


355 











delivery which differ as the result of 
differing methods and quantities of sale 
and delivery. 

To achieve this segregation the legal 
and accounting co-workers initially de- 
fine what they mean by “cost.” Both 
lawyers*’ and accountants*> recognize 
that words used in a statute may have 
special meanings which differ from their 
usage in other statutes. For this rea- 
son, for example, “cost” possibly may 
not in every Robinson-Patman proceed- 
ing mean “cost” as this term is cus- 
tomarily defined by accountants, but 
may on occasion embrace “cost” (in- 
cluding a return on investment) as that 
term is used*® by economists. “Costs” 
under the Robinson-Patman Act will 
not, however, mean “marginal” or “in- 
cremental” costs, such as an economist 
will often refer to, because the savings 
which result from additional volume of 
production should be shared pro rata 
among all those who contribute to that 
volume and not be given entirely to the 
person who happens to be the latest 
purchaser.*° 

The attorney and accountant next 
identify those costs, so defined, which 
differ when “methods or quantities” of 
sale or delivery differ. Costs which do 
not differ with such differing methods 
and quantities are disregarded.*! In ad- 
dition, difficult questions as to certain 
of such costs are resolved, e.g., whether 
costs of production differ with a method 
of delivery when orders are placed 
with a low-cost rather than with a high- 
cost plant. 

The joint team then ultimately segre- 
gates those costs which so differ with 
such differing methods and quantities, 
from the other costs of the business 
organization. Where the former are di- 
rect costs, this, of course, is not difficult. 
Where the former are 
however, they may only be 
through the use of functional group- 


indirect costs, 
isolated 
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ings, time studies, sampling and other 
accounting techniques.** Mere est. 


mates** and past company procedures" 
for such segregation, unsupported by 
any factual basis justifying their use. 
are unreliable tools for this purpose and 
should not be employed. On the other 
hand, the fact that certain costs may be 
“intangible’—the cost of collecting 
bills, and credit activities, for example 
—does not necessarily disqualify them. 


Cost Allocation 


The attorney and accountant not only 
segregate, but at some point proceed to 
allocate to specific products and groups 
of customers, the costs thus found to 
differ with differing methods and quan- 
tities of sale and delivery. To do so 
they are required, of course, to decide 
what product or groups of products are 
to be considered as being sold and de- 
livered by means of varying methods 
and in varying quantities. Usually they 
select a particular product as the subject 
of their study. On occasion, however, 
it is proper for them to compare the 
costs of complete lines of products." 

They also decide what customer or 
groups of customers are to be considered 
as being sold and delivered by means 
of those varying methods and quantities. 
Customers need not be considered in- 
dividually but may be divided into rea- 
sonable categories.*® Care must be 
taken, however, that substantially all 
customers taking in the same manner 
or quantities are placed in the same cate- 
gory, for otherwise purchasers lumped 
together indiscriminately with unlike 
purchasers may have costs allocated to 
them which they do not in fact incur.” 
For example, it is not permissible to take 
one large retailer of groceries and com- 
pare the costs of serving it with the costs 
of serving all other customers. large. 
small and medium.?® Furthermore, it 
has been said that quantity classifica- 
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tions are only lawful so long as the di- 
visions into brackets are made at break- 
ing points which do not have a substan- 
tial anti-competitive effect and so long 
as the brackets are not unduly broad 
and the differentials not unduly great.*! 

The team of the two professions then 
allocates those costs which differ with 
differing methods and quantities of sale 
and delivery among the product and 
customer groups thus selected by them. 
Once more direct costs can readily be so 
allocated, but indirect costs can only be 
so apportioned by functional groupings, 
time studies, sampling and comparable 
accounting procedures. Any allocation 
of costs based upon arbitrary assump- 
tions, e.g., that each customer receives 
substantially the same number of sales- 
men’s calls,** or that all salesmen’s calls 
last the same time*® or that costs neces- 
sarily vary with dollar sales,44 must not 
be attempted. Similarly, any allocation 
of costs to some and not to other pro- 
ducts and customers equally sharing in 
those costs must be avoided.*® 


Cost Evaluation 


Ultimately, of course, the attorney 
and the accountant are forced to evalu- 
ate the extent to which the difference 
in price represented by the discrimina- 
tion under review is justified by the 
costs which have been segregated and 
allocated as above described. 

At this stage of their cost project they 
initially define what is meant by “price.” 
Does the term mean f.o.b. mill, mill net 
or a delivered price?*#® Is it a net price 
alter cash and other discounts, or is it 
a gross price?47 And how do you price 
a line of products ?48 

They next compare the difference in 
the price, thus defined, of the discrimi- 
nation under review, with the above 
segregated and allocated costs. That is 
to say, the price difference of the se- 
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lected product or products, when sold 
and delivered to the selected customer 
or groups of customers, is compared 
with the segregated and allocated costs 
of such product or products when thus 
sold and delivered. 

The members of the two professions, 
thereupon, proceed to evaluate the re- 
sults of this comparison, in order to 
determine whether the differences in 
price under review make “only due al- 
lowance” for the segregated and allo- 
cated costs. They must decide, as a mat- 
ter of fact, whether the price differen- 
tial is less than, equal to or more than 
the cost differential. They must then 
determine, as a matter of judgment, 
whether the price differential so com- 
pared is justified by those costs. In this 
evaluation a rule of reason must be em- 
ployed,*® and where the price differen- 
tial seems in good faith to be justified by 
the cost differential,®° any de minimis 
failure of minor items to be cost justified 
may be safely disregarded.* 

In summary, the task force of an at- 
torney and an accountant proceeds to 
“segregate,” to “allocate” and to “eval- 
uate,” when they analyze an alleged 
price discrimination in the light of the 
cost proviso of the Robinson-Patman 
Act. In each of these three stages of 
cost justification there abide complex 
issues of fact, law and accounting; but 
in the third lies the greatest of these 
tasks. For in evaluating whether or not 
a discrimination under review makes 
only due allowance for segregated and 
allocated costs, the joint team must 
weigh impersonal cost figures on the 
scale of personal judgment. In Robin- 
son-Patman Act accounting, figures 
don’t lie; but men of good will can and 
do disagree widely when they figure. 
These disagreements may only be re- 
solved by mutual recognition that the 
purpose of the cost savings proviso is 
to permit the passing on of the econ- 
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omies of mass production and low cost 
distribution,®” and by mutual coopera- 
tion to ensure that all price differences 
genuinely conducive to achieving that 
objective’? are accorded full faith and 
credit by the Federal Trade Commis- 
sion and the courts. 


Practical Suggestions 
Intelligent Cooperation 


The Robinson-Patman Act, it is clear, 
by the terms of its cost savings proviso 
calls for the marriage of the two pro- 
fessions of law and accounting; and no 
attorney who deals with price discrim- 
ination may lightly seek to avoid this 
marital status. How the parties to such 
a union arrange the details of their pro- 
fessional housekeeping will, of course, 
vary from happy couple to happy couple. 
As marital however, the 
writer respectfully offers to the reader 
the following four practical suggestions 
for a successful professional life to- 
gether under the hospitable roof of this 
Act: 

The first and most obvious suggestion 
is that each member of this professional 
team should seek earnestly to understand 
——but as carefully refrain from usurping 
-—the role of the other. The attorney 
who naively believes that cost accounting 
is an exact science which can produce 
answers with mathematical certainty 
should read a few basic accounting 
treatises. Similarly, the accountant 
who assumes that in the field of anti- 
trust there is necessarily a rule of law 
and not of men might look at some 
elementary antitrust publications. 

Their division of work, of course, will 
vary depending upon the necessities of 
the particular cost justification project. 
Preferably, the accountant should report 
to, and, if possible, be retained by the 
attorney so that the accountant’s work 


may become part of the attorney’s 


counsellor, 
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2°56 


“work product. The attorney and 
accountant might then jointly plan their 
cost justification study, and thereafter 
proceed to put their plan into operation 
on the assumption that the primary re. 
sponsibility of the accountant is to do 
the work and that of the attorney is to 
be the armchair critic. Only the ae- 
countant has the skill permitting him to 
find and compile the essential data, and 
only the attorney has the knowledge of 
legal theory needed for the legal analysis 
of the data. 


Good Faith 


An equally obvious suggestion is that 
this cooperation between attorney and 
accountant should be built upon the 
solid rock of professional integrity. The 
Commission®* and the courts”* have re- 
peatedly stressed that what they seek 
is not so much perfection as it is good 
faith. 

The attorney and the accountant, how- 
ever, must do more than profess good 
faith. The burden is upon them to docu- 
ment the justification for each step of 
their cost savings study. For where 
they fail to provide sufficient* data in 
support of their decisions, the suspicion 
is inevitably aroused in Government 
and judicial circles that they are assum- 
ing —rather than proving — arbitrary 
conclusions sought by their client.” 

If such good faith can be documented 
by proof rather than declared by words, 
the Government investigator will tend to 
be tolerant, the Government litigator 
will be inclined to be apprehensive and 
the Commission and court will undoubt- 
edly be sympathetic. Where legal un- 
certainties as to the meaning of the 
Robinson-Patman Act are further con- 
founded by the accounting perplexities 
of its cost proviso, confused observers 
are only too happy to be led by the 
kindly light of good will. 
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Advance Planning 


A third, but less obvious, suggestion 
js that the attorney and the accountant 
should undertake their joint cost savings 
venture, if possible, before litigation 
appears upon the legal horizon. The 
principal reason why the defense of cost 
justification in past Robinson-Patman 
proceedings has usually failed®® is—in 
the humble opinion of the writer—that 
the cost studies were in most instances 
prepared during, rather than before the 
commencement of governmental inquiry. 

The cost justification study which is 
prepared prior to the grant of a justified 
price differential—and thus before any 
hostile scrutiny—is part of the res gestae 
and thus is unmistakable evidence of 
good faith. No charge can reasonably 
be made that such advance cost plan- 
ning, as contrasted with a study made 
during litigation, is a mere lawyer’s 
afterthought hastily improvised by fa- 
cile accountants to give a color of legal- 
ity to an arbitrary discrimination. 

Such an advance cost study, however, 
preferably should conform to two stand- 
ards. First, a record should be made 
that the attorney and the accountant 
have proceeded first to determine the 
maximum allowable cost savings, and 
only then have recommended a _ price 
differential to the extent of the proven 
cost savings. It would be less convincing 
for them to assume at the outset what 
price differential is to be justified and 
thereafter to seek evidence to substan- 
tiate it. Verdict first and impartial trial 
later may satisfy the judicial standards 
of Alice’s Wonderland, but such a pro- 
cedure does not always appeal to those 
trained in Anglo-Saxon legal traditions. 
Second, a record should further be made 
that—following the advance cost justi- 
feation study—either accounting con- 
trols or periodic spot checks have been 
instituted to ensure that the price dif- 
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ferential continues to make only due 
allowance for cost savings. A price dif- 
ferential born in the lawful wedlock of 
the two professions may subsequently 
stray from the straight and narrow path 
of cost justification unless watched by 
its parents. 


Reasonable Disclosure 


The final suggestion is that when a 
creditable cost savings study has beer 
made, it should not be hidden under a 
basket when litigation is threatened. Few 
public or private litigators wish to tie 
themselves up in losing cases. As soon 
as a Government investigator appears 
on the scene in a normal case, accord- 
ingly, he should be presented with the 
cost study and persuaded, if possible, 
to divert his energies more profitably 
elsewhere. Similar treatment may at 
times also be accorded to a potential 
private litigator if he is not a competitor 
and his counsel provides convincing as- 
surance that the cost data will be kept 
confidential. 


Even where no cost study has been 
made, but there exists evidence that 
such a study, if undertaken, would jus- 
tify a challenged discrimination, it is 
well to maintain close liaison with the 
Commission investigator and its ac- 
countants while preparing that study. 
At times such a belated showing of vir- 
tue has also succeeded® in deflecting the 
time and energies of the Commission’s 
staff to more promising fields of anti- 
trust error even after a complaint has 
been filed. Certainly nothing is lost, 
and much may be gained, by such a be- 
lated cooperative undertaking. The time 
to despair of any possible showing of 
cost justification is only when the rigor 
mortis of an adverse final order or judg- 
ment has set in. 


It might be added that the Federal 
Trade Commission commendably recog- 
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nizes that any such cost study submitted 
to its staff must be kept confidential. 
Accordingly it is not possible to know 
how many investigations have been 
dropped due to such timely disclosures 
that questionable price discriminations 
were in fact cost justified. It is reliably 
reported by Commission sources, how- 
ever, that many such investigations have 
been and presumably will, happily, con- 
tinue to be terminated for this reason. 


Conclusion 


At the outset of this paper, reference 
was made to the accountant who comes 
upon a price discrimination. There- 
after, in the succeeding pages, the legal 
issues and the possible role of the ac- 


countant with respect to these issues 
have been described. The accountant 


may now ask what he may do to ensure 
that he will enjoy such a role in dealing 
with these issues. 

It is respectfully suggested that the 
accountant best ensures that he will en- 
joy an accounting role with respect to 
a price discrimination by calling it to 
the attention of his client. For not only 
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does he serve well his client when he 
suggests study by the latter of that dis. 
crimination and its potential problems, 
but he may also thereby serve himself 
well. His client’s attorney, upon review 
of the discrimination, will in many cases 
be forced—through lack of accounting 
skill—to reciprocate by calling in the 
accountant to assist him in analyzing 
the cost justification issues thereby 
raised. By throwing bread upon the 
client’s waters, therefore, the accountant 
may eventually be rewarded many-fold, 
By thus calling his client's attention 
to the price discrimination, moreover, 
the accountant has the added satisfaction 
of serving the public interest. Anti- 
trust enforcement depends less upon the 
loud trumpets of public litigation than 
upon the still small voice of private 
compliance. Every doubtful discrimina- 
tion that is caught in the board room 
means one less protracted proceeding 
to be fought, at public and private ex- 
pense, in the court room. The account- 
ant who enables his client to correct such 
an antitrust error in painless privacy. 
it follows, contributes materially to 
effective and inexpensive antitrust en- 
forcement. , 
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Auditing Standards 


Auditing standards are the underlying principles of auditing which con-, 
trol the nature and extent of evidence to be obtained by means of auditing 
procedures. They are broad in scope, and concern both the CPA’s personal 
qualifications, and the quality of his work. Whereas auditing procedures 
must be varied to meet the requirements of the particular engagement, 
standards to be observed in selecting and applying the procedures are the 


same in all examinations. 


The circumstances that exist in each audit engagement require difler- 
ences to a greater or lesser degree in the auditing procedures that should 
be employed, the manner in which they should be used, and the extent 
to which they should be applied. These differences make it impossible 
to lay down a uniform program of procedures which would be generally 


satisfactory. 


The program of procedures for any particular engagement 


is developed through the exercise of the experienced judgment of the CPA. 
This philosophy is summed up in the standard audit report in the words: 


“Our examination . 


. included such tests of .the accounting records and 


such other auditing procedures as we considered necessary in the circum- 


stances.” 


The AICPA, 40 Questions AND ANSWERS 





Asout Aupit Reports, 1956 
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Guest Editor—Oscar Hanicspere, C.P.A. 


A favorite indoor sport of New York 
State accountants is complaining about 
differences existing between the state 
and federal income tax statutes. Cer- 
tainly the differences make for pesky 
and time-consuming office __ routine. 
Sometimes the differences explode 
with results much more drastic than 
just pesky. This is apt to happen when 
the eyes are focused only on the fed- 
eral tax picture. Because one basis of 
computing the franchise tax is “the en- 
tire net income which the taxpayer is 
required to report to the United States” 
the problem is not acute in the corpo- 
ration area. But individuals, Beware! ! 





Installment Sales 


An individual reporting on a calen- 
dar-year basis sells a building for 
$100,000, the terms of payment being 
$25,000 by note payable January 21 of 
the following year, the balance by an 
amortizing mortgage. Under present 
federal the transaction may be 
reported as an installment sale. Not 
so the State. Regulations Article 488-a 
(which covers sales of real property) 
states, “If the entire purchase price is 
to be paid in a lump sum in a later 
year, there being no payments during 
the first year, the income may not be 
returned on the installment basis.” This 


law 
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regulation is identical with the federal 
regulation applying to pre-1954 law. 
The quoted language is not part of 
Regulations Article 487-h covering 
casual sales of personal property which 
states merely that gain may be re- 
turned on the installment basis “pro- 
vided the initial payments do not ex- 
ceed thirty per centum of the purchase 
price.” Similarly the quoted language 
was not included in the federal regula- 
tion applying to pre-1954 casual sales 
of personal property. 

In Frank H. Gilbert (C.C.A. 9, 
2/15/57), the government took the 
position that a sale of stock, the price 
to be paid in eight equal installments, 
did not qualify as an installment sale 
because there was no payment in the 
taxable year in which the sale occurred. 
The government argued that the failure 
to include the quoted language in the 
regulations governing personal property 
sales was due only to “poor draftsman- 
ship”, pointing out that the reasoning 
upon which the regulation dealing with 
sales of real estate was based was 
equally applicable in the case of sales 
of personal property. The Court of 
Appeals reversed the Tax Court which 
had upheld the government (25 TC 81) 
and stated: “The intrinsic unreason- 
ableness of a provision which would 
visit such harsh results upon one who 
has not received a nominal initial pay- 
ment is enough to render suspect the 
reasoning which finds such an implied 
requirement.” It accordingly refused 
to apply the real property test to a sale 
of personal property. 


Ep. Note: For an interim period, until a 
permanent departmental editor has been 
selected, this department will be conducted 
by guest contributors. 
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Election as to Recognition of Gain 

in Certain Liquidations 

Federal law (Code Section 333) pro- 
vides an election to liquidate a corpo- 
ration in a manner which has the ef- 
fect of permitting the receipt by stock- 
holders of property which has appre- 
ciated in value, without the recogni- 
tion of gain on such appreciation. Un- 
der this method stockholders are taxed 
with an ordinary dividend to the extent 
of accumulated earnings, but with no 
capital gain except to the extent that 
cash (and securities acquired by the 
corporation after December 31, 1953) 
distributed to the stockholders exceeds 
the amount which has been taxed as a 
dividend. The election is of particular 
value in the case of real estate corpo- 
rations which may own property worth 
far in excess of cost. Earned surplus 
in such corporations is often relatively 
small because of depreciation charges. 
The liquidation of such a corporation 
may be desired preparatory to selling 
the property. Without such a liquida- 
tion, the stockholders cannot enjoy the 
benefit of reporting the gain on the 
installment basis. 

Present State law provides no com- 
parable election. The election did exist 
during the years 1951 and 1952 (Tax 
Law Section 354(9)) but has never 
been made to apply to later years. Con- 
sequently, the ordinary rules apply and 
the full appreciation would have to be 
accounted for in the value of the liqui- 
dating dividend. Furthermore, if it 
were a real estate corporation which 
was being liquidated, it would be liable 
for an additional tax of 2 per cent of 
the corporation’s actual net worth 
(which includes appreciation) in ex- 
cess of paid-in capital. 

Dividing a Corporation 

Sometimes stockholders of a corpo- 
ration, after living together for some 
time, have learned not to love each 
other and seek a parting of the ways. 
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If fortuitously the corporation, either 
directly or through a subsidiary, has 
been operating more than one business 
and if the stockholders are willing to 
split by allocating a separate business 
to a separate group of stockholders, 
federal law (Code Section 355) per. 


mits this to be done tax-free. It js 
not necessary for distributions to stock. 
holders to be pro rata if all other re. 
quirements of the law are met. This 
feature is an innovation of the 1954 
Code. 

The State has not followed suit. To 
be tax-free the state law requires that 
the stockholders cf the old corporation 
maintain a proprietary interest in each 
of the successor corporations. The 
state tax may, of course, be a small 
price to pay for divorce. 


Statute of Limitations on Claims 

for Refund 

No matter when a federal income 
tax has been assessed, a claim for re- 
fund of the tax paid is always timely 
if it is filed within two years from the 
date of payment. Under state law, de- 
layed payment never acts to extend the 
time for filing a claim. The limitation 
period is two years from the -date of 
filing the return or payment of tax, 
whichever is earlier. If the tax has been 
recomputed by the Tax Commission, 
the law allows one year from the time 
the recomputation is made. 

There is a possibility of extending the 
period for claiming refunds through 
the operation of Tax Law Section 367.2 
which requires the taxpayer to notify 
the state of any federal changes. If a 
timely federal claim can be filed and 
a federal determination secured, on 
proper notification the Tax Commis: 
sion will authorize a refund notwith- 
standing the limitation of time which 
might otherwise bar the refund (Regu- 
lations Art. 571l-a). It may be possible, 
therefore, to get in the back entrance 
after the front door has been locked. 
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Accounting at the SEC 


Conducted by Louis H. Rappaport, C.P.A. 


The Recession and 
Adverse Changes 


As might be expected, the SEC is 
keenly aware of the much publicized 
current recession in business. Although 
the Commission requires financial state- 
ments filed with it to be as of a date 
within 90 days of filing in some cases 
and within six months of filing in oth- 
ers, the SEC is alert to the fact that 
recent developments in the affairs of a 
company may give a picture quite dif- 
ferent from that exhibited in the finan- 
cial statements required to be filed. 

A high-grade industrial company 
fled a registration statement with the 
SEC covering an issue of debentures 
in March, 1958. The company is on 
acalendar year for fiscal reporting pur- 
poses, and the financial statements filed 
were as of December 31, 1957 and for 
the five fiscal years then ended. These 
statements complied with the require- 
ments for financial statements in the 
applicable registration form. In due 
course the Commission issued its mem- 
orandum of comments which contained 
the following comment in relation to 
the summary of earnings: 

If net sales and net income for the three 
months ended December 31, 1957 were mate- 
tially below those for the same three months 
in the preceding year, it is suggested that 
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SEC Accounting Practice AND PRro- 
CEDURE. 


1958 


such figures on a comparative basis for the two 
three-months periods be given. 


The obvious purpose of this comment 
was to elicit information with respect 
to a material dip in sales or net income 
in the last quarter of 1957 as compared 
with the corresponding quarter of the 
fiscal Accountants 
would be well advised to keep in mind 


preceding year. 
the matter of recent adverse changes 
in the financial affairs of a company 
even though the formal requirements 
of the SEC do not specifically call for 
such current information. 


Trial Balances of Brokers 
and Dealers 


The SEC has under consideration a 
proposal to amend one of its rules un- 
der the 1934 Act. The rule in question 
(designated 240.17a-3) specifies the 
books and records which must be main- 
tained and kept current by certain 
members of a national securities ex- 
change, brokers and dealers. The 
amendment would require such persons 
to prepare a record of the proof of 
money balances of all ledger accounts 
in the form of trial balances as of a 
date approximating the last day of each 
month. 

The principal purposes of such trial 
balances would be to serve as a check 
upon the current status and accuracy 
of the ledger accounts which members, 
brokers and dealers are required to 
maintain and keep current, and to as- 
sist in keeping such members, brokers 
and dealers currently informed of their 
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capital positions. The SEC believes 
that maintenance of such trial balances 
should also reduce the number of vio- 
lations of bookkeeping and capital rules 
which are found to exist. The Commis- 
sion is informed that most members, 
brokers and dealers already prepare 
such trial balances as a part of their 
regular bookkeeping procedures. 

The Commission proposes to add a 
new subparagraph (11) at the end of 
the existing rule. The new paragraph 
would read as follows: 

A record of the proof of money balances of 
all ledger accounts in the form of trial bal- 
ances. Such trial balances shall be prepared 
currently at least once each month as of a 
date approximating the last day of the month. 

The Commission has invited inter- 
ested persons to submit their views and 
comments on or before May 1, 1958. 
We believe that the Commission would 
also welcome comments received within 
a reasonable period after that date. 


Amendment of Rule 2-01 
of Regulation S-X 


The complete text of Accounting 
Series Release No. 79, issued April 8, 
1958, is reprinted below. 





On January 28, 1958, the Securities 
and Exchange Commission announced 
that it had under consideration certain 
proposed amendments to Rule 2-01 of 
Regulation S-X (see Securities Act Re- 
lease No. 3893). The Commission has 
considered all of the views and com- 
ments received on the proposals and 
has adopted the amendments in_ the 
form stated below. 


Purpose of Amendment 


When the Committee on Banking and 
Currency of the United States Senate 
was holding hearings on the Securities 
Act of 1933, a representative of the ac- 
counting profession appeared before the 


Committee and suggested requiring cer- 
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tification by independent public ac. 
countants of financial statements jp. 
cluded in the registration statements 
under the Act. The committee con. 
sidered at some length whether the ad. 
ditional expense to industry of having 
an impartial audit by accountants jp. 
dependent of the company and manage. 
ment was justified by the expected bene. 
fits to the investor and the public. The 
proposal to require certification by in- 
dependent public accountants was in. 
corporated in the principal statutes ad. 
ministered by this Commission, either 
as a requirement or as authority to re. 
quire certification. 

The Commission in the past has con- 
sidered that relationships such as pro- 
moter, underwriter, voting trustee, di- 
rector, officer, and employee of, and 
ownership of any direct or indirect f:- 
nancial interest in, the registrant or any 
affiliate thereof were incompatible with 
the independent status of a certifying 
accountant. The Commission has there- 
fore refused to recognize an accountant 
as independent with respect to any per- 
son with whom he has any one of 
these relationships. Since certification 
by an independent accountant is re 
quired because of the value of an inde: 
pendent review, we believe that the pro- 
hibition of these relationships is justi 
fied and should be continued. However. 
in the ascertainment of whether ac 
countants or members of their families 
have entered into one of these relation- 
ships with remote affiliates of the per- 
sons whose statements are being cer: 
tified, and whether, in some instances, 
they hold indirectly any financial inter 
est in the registrant or any of its par 
ents or subsidiaries, there is an area in 
which some latitude for judgment !s 
necessary in order to avoid undue hard- 
ship and expense to registrants and to 
accounting firms having a widespread 
accounting practice or whose clients 
have numerous affiliates. We have 
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therefore revised the rule to permit the 
application of a test of materiality to 


these borderline areas. The change in 
the rule does not permit any of these 
relationships with close affiliates as we 
consider such relationships to preju- 
dice materially the independent status 
of an accountant. 


Situations arise in which it is not ne- 
cessary to make a finding of lack of in- 
dependence even though an accountant 
may have held a financial interest dur- 
ing the period of report but at a time 
when his independence was not a fac- 
tor. For example, an accountant may 
be called upon to furnish a certificate 
in a registration statement for a for- 
mer client in whom he now has a finan- 
cial interest but with whom he main- 
tained an independent relationship dur- 
ing the period covered by the audit and 
up to the date he issued his original cer- 
tificate. Another example is where an 
accountant held stock in a company for 
which he had never had an engagement 
but sold it upon accepting an engage- 
ment. In these and other situations 
where it is clear from the facts that the 
independent status of the accountant is 
not prejudiced by a particular relation- 
ship, we will upon request advise the ac- 
countant that no action will be taken 
because of this relationship. 


The rule has also been revised to 
make it clear that where the relation- 
ships described in the rule exist the 
Commission finds that an accountant is 
in fact not independent with respect to 
the company involved but does not find 
that he is in fact independent in in- 
stances where it fails to find that one 
of these relationships exists. 


These revisions give formal recogni- 
tion to administrative practices which 
have been in the process of develop- 
ment for some time. They make no 
material change in the policy as enum- 
erated in prior decisions of the Com- 
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mission and in published opinions of the 
Chief Accountant. 


Text of Amendment of Rule 


The amendments are in the form of 
a revision of paragraphs (b) and (c) 
of Rule 2-01. The paragraphs as 
amended read as follows: 

“(b) The Commission will not recog- 
nize any certified public accountant or 
public accountant as independent who is 
not in fact independent. For example, 
an accountant will be considered not 
independent with respect to any _per- 
son or any of its parents or subsidiaries 
in whom he has, or had during the 
period of report, any direct financial 
interest or any material indirect finan- 
cial interest; or with whom he is, or was 
during such period, connected as a pro- 
moter, underwriter, voting trustee, di- 
rector, officer, or employee. 

“(c) In determining whether an ac- 
countant may in fact be not indepen- 
dent with respect to a particular person, 
the Commission will give appropriate 
consideration to all relevant circum- 
stances, including evidence bearing on 
all relationships between the accountant 
and that person or any affiliate thereof, 
and will not confine itself to the rela- 
tionships existing in connection with 
the filing of reports with the Commis- 
Ly ” 
sion. 


Statutory Basis 


The foregoing action is taken pur- 
suant to the Securities Act of 1933, par- 
ticularly Sections 6, 7, 8, 10 and 19(a) 
thereof, the Securities Exchange Act of 
1934, particularly Sections 12, 13, 
15(d) and 23(a) thereof, the Public 
Utility Holding Company Act of 1935, 
particularly Sections 5(b), 14, and 
20(a) thereof, and the Investment Com- 
pany Act of 1940, particularly Sections 
8, 30, 31(c) and 38(a) thereof. 

Since the revision clarifies the rule 
to reflect interpretations now in effect, 
it shall become effective April 8, 1958. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


Conducted by Max Bock, C.P.A. 


Fees for Audits of Non-Profit Organizations . . 


. Relieving the 


Overburdened Practitioner . . . Uncle Sam’s Wonderhouse of Infor- 


mation .. 


Fees for Audits of Non-Profit 

Organizations 

At the technical meeting of the Com- 
mittee on Administration of Account- 
ants’ Practice, a paper on the subject 
of fees was presented by Jack Goldner, 
CPA. A comment on one of Mr. Gold- 
ner’s references, made by Robert M. 
Leng, CPA, is here published because 
it offers a sound solution to a problem 
that concerns a very large segment of 
our profession. 

“Most accountants are faced from 
time to time with requests to examine 
the accounts of religious institutions, 
hospitals, fund-raising campaigns, etc. 
Usually there is little desire or, for 
that matter, ability on the part of such 
an organization to pay a fee of any 
size regardless of the amount of work 
involved. Frequently also there is a 
considerable amount of work involved 





Max Brock. GEA. (IN). Pas), ise 
former chairman of the Committee on 
Administration of Accountant’s Prac- 
tice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at The City College of New 
York in the graduate course on Ac- 
counting Practice. Mr. Block is a 
member of the firm of Anchin, Block 
& Anchin. 
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. How To Read Technical Literature Most Beneficially. 


because the records of such organiza. 


tions are not always of the best quality. 


No reputable certified public account- 


ant would, I hope, take such an engage 
ment on the basis of doing a slipshod 
piece of work in order to keep the fee 
down. We should, however, recognize 
that we have an obligation to do our 
part in community affairs and in one 
way or another we must materially 
reduce our fees. Fortunately, arrange- 
ments can usually be made to do such 
work at our convenience in a slack time 
of year. 

“The principal question, thin, is the 
mechanics of reducing the fee. Several 
methods are followed in this respect. 
One is to agree to do the work for a 
flat amount regardless of time or cost 
involved. Hopefully but not necessa- 
rily, this can be set at a level which 
will cover anticipated direct costs. An- 
other method is to agree to bill at cost 
or at a predetermined reduced rate pet 
day; a third method is to bill at normal 
per diem rates with an understanding 
that any excess over a_ predetermined 
amount will be refunded by the certi 
fied public accountant as a contribution 
to the organization. I know of m0 
strong preference for any one of thes 
methods from the point of view of the 
CPA. From the point of view of the 
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charitable organization and __particu- 
larly one which operates on a budget, 
he predetermined flat fee is the most 
satisfactory.” 


Relieving the Overburdened 

Practitioner 

Responses to the request for ideas 
on how to relieve the overburdened 
practitioner are still being received. 
Not all replies need be quoted fully 
because of duplication of data. Distinc- 
tive expressions from several letters are 
here submitted because of their interest. 

One courageous individual practi- 
tioner gets relief by this process: 

“My own philosophy hardly will be 
found palatable to many of our mem- 
bers. I have always upgraded my prac- 
tice by weeding out the clients who 
were less desirable from my point of 
view. In this way, we have managed 
to confine the practice to the maximum 
which we can accommodate comfor- 
tably and intelligently.” 

A partner of a large national firm 
pointed out the following: 

“Within recent months we have ap- 
pointed an office manager who will 
handle a great many of the administra- 
tive details and will be the contact 
between the partners, in their handling 
of administrative matters, and the non- 
professional staff. While it is a fact 
that the office manager carries a heavy 
burden, it is true that he has relieved 
the practicing partners and matters do 
tun more smoothly. While the change 
may have limited applicability because 
of the size of our office, it indicates to 
me the desirability of having responsi- 
bility for administrative matters chan- 
nel through one person.” 

Another practitioner benefited sub- 
stantially from this action: 

“We have solved the problem in our 
ofice by turning over to our senior 
afl members the detailed review of 
reports,” 
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This is what a very important, busy 
practitioner reported as being very 
helpful to him: 

“I have long felt that one of the 
greatest problems a busy partner has, 
is to take care of ‘interruptions’ which 
seemed to me to cause substantial loss 
of time because of the necessity of 
getting a fresh start on what was being 
attended to before each interruption. 
To the end of reducing interruptions 
to a minimum, [ now look at incoming 
mail, and other material that requires 
my attention, only twice a day—once in 
the morning and once in the late after- 
noon, with my secretary being charged 
with the responsibility of bringing to 
my attention immediately at any time 
during the day any matter that, in her 
judgment, requires prompt action. This 
has saved me a great deal of time.” 

But it is a sad commentary on the 
state of overburdenment of practitioners 
that one-half of the men approached for 
information about four months ago are 
so overloaded that they have not been 
able to find time to even acknowledge 
receipt of the inquiry. 

Uncle Sam’s Wonderhouse of 

Information 

Accountants who are on the free 
mailing list of the Superintendent of 
Documents receive frequent mailings of 
lists of pamphlets and books obtainable 
from the Government Printing Office, 
Washington 25, D. C. The lists con- 
tain material on the most diverse sub- 
jects, from baby and plant care to 
nuclear fission and fusion. From this 
huge outpouring of material can be 
culled items of interest to accountants. 
Moreover, the prices for the pamphlets 
generally range from 15 to 50 cents 
each, making them attractive from a 
cost viewpoint. 

The last catalogue included a section 
of pamphlets for businessmen, secre- 
taries, stenographers and typists. TIllus- 
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trative of the subjects covered are the 
following: 
Writing Out Loud (Ideas for improving dic- 
tation; 15 cents). 
Cutting Office Costs in Small Plants (25 
cents). 
Getting your Ideas Across Through Writ- 
ing (20 cents). 
Correspondence Manual (Mechanical as- 
pects of letters; 40 cents). 


These pamphlets may be useful to 
accountants and to many of their clients. 
A supplementary list of publications 
contained a pamphlet entitled “A Guide 
to Promotion and Publicity for an Ef- 
fective Incentive Awards Program” (40 
cents). Accountants concerned with 
management advisory services might 
find this pamphlet helpful. To get onto 
the mailing list for the catalogues just 
write to the Superintendent of Docu- 
ments at the Government Printing Of- 


fice, Washington 25, D. C. 


How to Read Technical Literature 
Most Beneficially 


Accountants are constantly beset with 
the problem of coping with a mountain 
of literature that should be read. In 
recognition of this worsening condition 
there have sprung up courses in rapid 
reading and literature on the subject. 
The possibilities of increasing reading 
speed were mentioned in this depart- 
ment in the August 1953 issue. 

However, some authorities warn 
against the blanket adoption of speed 
reading particularly where the subject 
matter is technical and thought pro- 
voking. One of these authorities is 
Prof. Mortimer J. Adler of Chicago 
who some years ago wrote a book en- 
titled “How to Read a Book.” He con- 
tends that there is no fixed rate of 
speed for intelligent reading and that 
the efficient pace is one which, in the 
individual instance, permits the intelli- 
gent absorption of the material. 
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He has also furnished a few pointers 
on how to read and achieve the maxi. 
mum absorption of the material. One 
major recommendation is very simple 
—merely the underlining or otherwise 
singling out of significant expressions, 
This idea, and others, are here de. 
scribed, in outline form. 

Why marking up a book is indispens. 





able 





1. It keeps you awake. 


2. Reading should also be thinking 
—and thinking tends to express itself 
in words, spoken or written. 


3. Writing helps you remember the 
points you are desirous of retaining or 
the thoughts that occurred to you as 
you read. 

Ways to mark a book 





1. Underlining words, phrases, sen- 
tences. 

2. Vertical lines at the margins—for 
emphasis, reference of material under- 


lined. 


3. Star or asterisk at the margin (use 
sparingly) to indicate a most important 
statement. 

4. Numbers in the margin—to indi- 
cate sequence of points the author 
makes. 





5. Numbers of other pages—note on 
margin references to pertinent material 
on other pages. 


6. Circle key words or phrases. 


7. Notations in the margins, top or 
bottom of the page recording questions. 
disagreements, summarizing a lengthy 
dissertation, recording sequence of 
major points, etc. 

Use of scratch pad 

If you don’t want to mark up a book, 
use a scrap pad for the same purposes 
and insert the sheets permanently inside 
the front and back covers of the book. 
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Payroll Tax Notes 


Conducted by SAMUEL S. Ress 





Unemployment Insurance Law Amendments of 1958 


On March 26, 1958, Chapter 387 of 
the laws of 1958, amended the labor 
law in relation to benefit rate, original 
claim, general account, experience rat- 
ing, employer appeal fees, and dis- 
qualification under the unemployment 
insurance law. Not all of these amend- 
ments to the unemployment insurance 
law go into effect at the same time. Ef- 
fective dates range from July 1, 1957 
(a retroactive date with reference to 
the increased benefit amount categories ) 
to June 30, 1959 (applicable to the 
crediting of taxes paid by employers on 
dismissal and student wages to the em- 
ployer’s individual account). These are 
the areas in which the unemployment 
insurance law was amended by the om- 
nibus bill: 

1, The maximum for unemployment 
insurance benefits was raised to $45 per 
week by providing for nine new higher 
benefit categories of $37 to $45 with 
the requirement that there be a 50 per. 
cent ratio between benefit amount and 
average weekly wage up to $90 a week. 





SamuEL S. Ress, an associate member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 


Dr. Ress is a member of the Society's 
Committee on New York State Taxation 
and Chairman of its Subcommittee on 
Unemployment Insurance. 
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Since this amendment is retroactive to 
July 1, 1957, claimants whose average 
wage was $73 a week or more and who 
began their current benefit year July 1, 
1957, will be entitled to retroactive pay- 
ments. Accountants should inform their 
clients of the immediate necessity of re- 
sponding promptly to the requests from 
the unemployment insurance depart- 
ment for added payroll and employ- 
ment information. Failure to respond 
within the required 7-day period will re- 
sult in the imposition of a $10 penalty 
for each late reply. The state will re- 
quire data from 200,000 employers for 
retroactive benefit payments for for- 
mer employees separated as long as two 
years ago. Of course, these retroactive 
benefit payments will be included on 
form IA 96, and will affect the client’s 
experience rating. 

2. The definition of “effective day” as 
set forth in Section 523 of the unem- 
ployment insurance law was changed so 
as to provide that no “effective day” is 
deemed to occur in a week in which 
the claimant has days of employment 
for which he is paid compensation ex- 
ceeding $45 instead, as formerly, $36. 
This provision went into effect March 
31, 1958. 

3. In addition to the present require- 
ment under Section 527 that a claim- 
ant must have worked 20 weeks with 
earnings averaging at least $15 a week. 
a claimant will become eligible if he 
has 15 weeks of work in a preceding 
year and 40 weeks work in the two 
years preceding the date of filing his 
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claim, with average weekly earnings 
of at least $15. 

|. If a common issue exists, appeals 
by an employer in a number of similar 
cases involving payment of benefits to 
various employees may be made to 
either a Referee or to the Appeal Board, 
upon the payment of a single appeals 
fee under Section 621 (1). 

5. A new subdivision (3) of Section 
591 provides that if there is a bona fide 
vacation period with or without plant 
shutdown, a claimant is ineligible to 
the extent that he receives vacation pay, 
if he was substantially fully employed 
by his employer in the last week before 
and in the first week after such period. 
The vacation pay must be given di- 
rectly to the claimant by his employer. 
The significance of this requirement is 
that vacation pay, although it may be 
derived from monies supplied by the 
employer, will not render a claimant 
ineligible if it is payable from a fund, 
such as a union fund or an_inter- 
mediary, and claimant is otherwise en- 
titled to benefits. 

6. Uniform disqualification periods 
(that may not be broken by subsequent 
new employment following loss of em- 
ployment as a result of strikes. volun- 
tary quits, misconduct, and refusal to 
work) are established by amendment to 
Section 593 which becomes effective 
June 30, 1958. A disqualification pe- 
riod is an unbroken one of six weeks 
from date of separation or refusal of 
work. Subsequent employment after 
claim is filed will not, as at present, 
eliminate the disqualification. 

7. Taxes on students and others not 
eligible for benefits, and on dismissal 
wages which the employer is not other- 
wise obligated to pay, shall be credited 
to the individual employer’s account 
for experience rating credit, starting on 
and after June 30, 1959. This is pro- 
vided for in an amendment to Section 
581 subdivision (1) paragraph (m). 
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At the present time payments of suc} 
contributions are credited to the “Gey. 
eral Account.” 

8. Higher unemployment insurance 
tax rates commencing January }. 1959 
are provided by the law which did not 
alter the rates for the year 1958 which 
range from .6 per cent to 2.8 per cent 
including the .1 per cent subsidiary tay, 
In some instances, employers with more 
favorable experience rating records may 
be assigned lower rates than under the 
present year’s rating system. However. 
because of the present heavy drain on 
the unemployment insurance benefit 
fund, it is more likely that even posi- 
tive-account employers with favorable 
experience rating records will be re. 
quired to pay contributions at even 
higher rates because the determination 
factor, which is the size of fund index 
percentages, have been changed by the 
amendment to Section 581 subdivision 
(2) of the law. For positive account 
employers in 1959, the rates will range 
from .7 per cent to 2.9 per cent of tax- 
able payroll which is the first $3.000 in 
wages paid to an employee by his em- 
ployer during a calendar year. 

9. Employers who are delinquent in 
filing all prescribed reports by Septem: 
ber 30, 1958 and by the September 30th 
date in subsequent years, will be te- 
quired to pay contributions at a rate 
of 3.0 per cent of their taxable pay- 
rolls for the following taxable year re- 
gardless of how favorable their exper 
ence rating status may otherwise be. 
Under this provision an employer who 
might have otherwise been assigned a 
rate of .7 per cent could be saddled 
with a 3.0 per cent rate because of this 
amendment to Section 581 subdivision 
(2) paragraph (b). Accountants mus 
take precautions to avoid assessment a 
the 3.0 per cent rate because of delit: 
quency in filing all prescribed reports. 
This Section is not limited to the fl 
ing of contribution reports but encot 
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passes other reports required to be filed 
as prescribed by the Industrial Com- 
missioner. 

10. Negative Account employers’ con- 
tribution rates will be 3.0 per cent in 
1959 if their individual employer ac- 
counts show a negative balance on June 
3). 1958 or for the first time the ac- 
count becomes negative on any June 
30th thereafter. The rate will increase 
to 3.2 per cent if the account registers 
a negative balance for two or more 
consecutive years. 

11. An annual chargeoff of all “nega- 
tive account” balances will be made 
above 2 per cent of payroll, by debit- 
ing the same to the General Account, as 
a result of the amendment to paragraph 
(e) of subdivision (1) of Section 581. 
Such employers with small negative bal- 
ances will thus be able to eliminate the 
balance by the amount of its contribu- 
tion in the following year. This amend- 
ment is effective June 30, 1958. 

12. Benefit charges in reverse chrono- 
logical order will be made to employ- 
ers’ accounts and not to the General Ac- 
count as at present, for benefits paid to 
claimants for more than 15 or 20 weeks 
(as the case may be) in a benefit year. 
This amendment was made to Section 
381 subdivision (1) paragraph (e). 
and becomes effective June 30, 1958. 

13. A new method of determining the 
subsidiary tax will go into effect June 
30, 1959 and will affect rates starting 
with the taxable year January 1, 1960. 
It will be invoked in case the balance in 
the General Account falls below $100 
million. The effect of the new “diver- 
sion” from each employer’s account to 
replenish the General Account may 
range from .1 per cent to .5 per cent 
of the employer’s taxable payroll for 
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the preceding calendar year and would 
have the effect of increasing the employ- 
er’s tax rate by .1 per cent or .2 per 
cent depending upon which tax rate is 
applicable. Provision is also made for 
a further range of five additional sub- 
sidiary tax rates to be added to the em- 
ployer’s experience rate if the Gen- 
eral Account balance should drop be- 
low $100 million. These rates would 
range from .2 per cent to 1.0 per cent 
if the General Account balance falls be- 
low $50 million. This amendment was 
made to Section 577 subdivision (5) 
and becomes effective June 30th, 1958. 

A change is also made by making 
charges to the General Account begin- 
ning June 30, 1958 instead of July 1, 
1958, with 75 per cent of the negative 
balances written off on July 1, 1957 
credited to the General Account and 
debited to an escrow account. There- 
after, one-third of the amount charged 
to the escrow account will be charged to 
the General Account over a three-year 
period commencing June 30, 1959, ir 
order to bring the General Account in 
balance up to the computation date of 
the current year, instead of being a year 
behind. 

The separate bill Assembly Intro- 
ductory No. 4360 authorizes the Indus- 
trial Commissioner to enter into an 
agreement with the federal government 
so as to provide for unemployment 
insurance benefits for more than 26 
weeks of unemployment, in the event 
the federal government passes such leg- 
islation. This is part of the effort by 
the State to combat the ill economic 
effects of current recession layoffs in- 
volving claimants who have exhausted 
their 26 weeks of benefits under the 
present law. 


373 











Federal Income Tax Notes 


Conducted by Ricuarp S. HEtstein, C.P.A. 


Business Expenses. . 


Dividend . . . Proof of Source of Income: 


Business Expenses 

The “proposed regulations” with re- 
spect to the substantiation of employ- 
ees’ traveling and other business ex- 
penses do not appear to make any real 
change in procedure, despite the tumult 
and the shouting. In brief, the regula- 
tions segregate taxpayers into 3 cate- 
gories: 

1. Those employees who incur only 
incidental expenses, such as office sup- 
plies for the employer or local trans- 
portation in connection with an errand, 
are not required to prove such amounts 
or to report them. 

2. Those employees incurring ex- 
penses for which they must account to 
the employer, including travel, trans- 
portation, entertainment and expenses 
for similar purposes, need not report 
the reimbursement as income. Where 
such expenses are charged directly or 
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. Tax Court Procedure . 


.. Treatment of Con- 
tainers ... Research and Experimental Expenditures . . . Constructive 


Net Worth Method. 


indirectly to the employer, it also js 
not necessary that these expenses be 
reported as income. However, the tax- 
payer must state in his return that the 
amounts received from the employer or 
charged to him do not exceed the ordi- 
nary and necessary business expense 
paid or incurred by the employee. In 
case the total reimbursed exceeds such 
expenses, the employee must state on 
his return that the excess is included 
in income. 

3. Expenses for which the employee 
does not have to account to his em- 
ployer, including regular allowances. 
periodic advances, etc., must be re- 
ported as income on the return. The 
expenses paid or incurred by: the em- 
ployee are deducted separately. A state- 
ment must be submitted showing. the 
nature of the employee’s occupation, 
the number of days away from home 
on business, and a breakdown of the 
expenses into broad categories. 

The “proposed regulations” suggest 
methods of substantiation for the ex- 
penses, and, further, leave much to an 
examining officer’s discretion with re- 
gard to those expenses for which sub- 
stantiation cannot ordinarily be  ob- 
tained. This, of course, is no greal 
change from prior procedures. It has 
long been required that allowances and 
advances for which the taxpayer does 
not have to account, be reported by the 
employer on information form 1099 
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(See T. D. 5480, 1945 C. B. 234; Sec. 
29,147-2 of Regs. 111; and Sec. 
39,147-2 of Regs. 118). 

There is still left open the moot ques- 
tion of taxing to an officer-stockholder 
disallowed business expenses of a cor- 
poration. It is probable that the ac- 
counts of officer-stockholders, whether 
on an allowance basis or a reimburse- 
ment basis, will be carefully scrutinized 
since, ordinarily, the vouchers submit- 
ted by such officer-stockholders, are 
not subject to approval by other em- 
ployees. 


Tax Court Procedure 

Despite the extreme care and _ pains- 
taking attention which is usually ex- 
pended upon a taxpayer’s petition to 
the Tax Court, the general custom of 
the Treasury has been to issue a flat 
denial, without elaboration, reason or 
explanation, to each of the allegations 
and pleadings. Indeed, at times it 
would appear that the government de- 
nies the existence both of the petition 
and the taxpayer. And in cases involv- 
ing fraud, where it has the burden of 
proof and must make affirmative plead- 
ings, the government has been loathe 
to supply the facts and explanations 
underlying its assertions of understate- 
ments of income. Obviously, boch of 
these practices have effected a cousid- 
erable disadvantage to the taxpayer. 

Murray L. Rachlin, CPA, has called 
to our attention that three recent ac- 
tions by the Tax Court appear to indi- 
cate a trend to correct this situation. 

In a civil fraud case, Commissioner 
V. Licavoli (CA-6, 2/14/58), the Sixth 
Circuit upheld a memorandum decision 
of the Tax Court (T. C. Memo 1956- 
187) which in effect struck from the 
record the Commissioner’s answer be- 
cause of his failure to comply with the 
Tax Court’s order to explain his com- 
putation of the alleged understatement 
of income. The Sixth Circuit stated: 


1958 


. . . Such disclosure would enable the tax- 
payer to concede the claim or make an issue 
thereof with respect to each piece, and thus 
not only expedite the case but afford the tax- 
payer the opportunity of preparing to meet 
only such issues as are actually involved . . . 


Were this policy limited to fraud 
cases alone, it would be noteworthy, but 
it also has been extended to cases 
where the sole burden of proof rests 
upon the taxpayer. 

In a “Memorandum to Accompany 
Order” granting petitioner’s motions in 
two Section 722, IRC 1939 cases (Ap- 
palachian Electric Power Co. Docket 
No. 63152/3 and The Ohio Power Co. 
Docket No. 63394), the Tax Court re- 
quired the Commissioner to answer 
specifically, where possible, the allega- 
tions of the petitions involved. The 
Court condemned the Commissioner’s 
position, observing that the Commis- 
sioner 

... has a duty here to admit all facts, the 
truth of which he knows or can readily ascer- 
tain, and if his admission must be qualified, 
he should make it that way, rather than deny 
categorically ... 

Treatment of Containers 

The Commissioner has ruled that 
large, durable containers used to ship 
a taxpayer’s product to its customers 
constitute property used in its trade or 
business, subject to allowance for de- 
preciation, where the containers are 
returnable within a_ specified period, 
where title remains in the taxpayer, 
and where the deposit thereon will be 
refunded. However, with regard to 
those containers which are not returned 
(in this ruling, approximately 10 per 
cent), the difference between the de- 
posit retained as forfeit by the taxpayer 
and the adjusted basis of the containers 
is held to constitute ordinary income 
or loss, as the case may be. 

The rationale is that, although con- 
tainers represent property used in trade 
or business for purposes of deprecia- 
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tion (Sec. 167, IRC 1954), “it does not 
necessarily follow that they are subject 
to the treatment provided for in section 
1231 of the Code merely because they 
are property used in the taxpayer’s 
trade or business and held for more 
than six months.” 

The Commissioner derives this con- 
clusion from G. C. M. 6630 (VIII-2 
C. B. 179), published in 1929, which 
holds that a taxpayer may be engaged 
in more than one trade or business if 
it is regularly carried on; and the state- 
ment by the Supreme Court in Corn 
Products Refining Co. v. Com. (1955, 
350 U. S. 46) that “Congress intended 
that profits and losses arising from the 
everyday operation of a business be 
considered as ordinary income or loss 
rather than capital gain or loss” and 
that Section 117 (j) IRC 1939 (sim- 
ilar to Sec. 1231 IRC 1954) must be 
“applied narrowly” to exclude normal 
sources of business income. The Com- 
missioner then applies the holding in 
Nehi Beverage Co. (1951, 16 TC 
1114), although the facts in that case 
different, to determine that the 
of the containers constitutes a 
normal source of income taxable as 
ordinary gain or loss (Rev. Rul. 58-77, 


IRB 1958-10, 10). 


were 


“sale” 


Research and Experimental 

Expenditures 

The Commissioner has 
ruled that where a taxpayer elects to 
deduct circulation expenditures under 
Section 173, IRC 1954, for tax pur- 
poses, it is not necessary that its books 
reflect that treatment (Rev. Rul. 57- 
526, IRB 1957-45, 12). 

He now extends such permission to 
the treatment of research and experi- 
mental expenditures. Where, pursuant 
to Section 174, IRC 1954, a taxpayer 
elects to treat such expenditures as de- 
ductions in the year in which they are 
paid or incurred, it may nevertheless 


previously 
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capitalize them on its books and re 
ords. The ruling intimates, however 
that it will be incumbent upon the tax 
payer, in such a case, to maintain ree 
ords reconciling the figures on its 
books with the figures on its retu 

(Rev. Rul. 58-78, I. R. B. 1958-10, 13) 


Constructive Dividend 

In the case of a corporation which 
is formed to own and operate an apart 
ment house, in which stockholders of 
the corporation are allowed by the cor. 
poration to rent an apartment in the 
project at a rental which is less than 
that charged to the general public, the 
amount by which the fair market value 
of the apartment rental exceeds the 
amount charged to the stockholders, 
constitutes dividends to the stockhold- 
ers. This excess is includible in the 
gross income of the stockholders as a 
dividend to the extent to which it may 
be derived from the corporation’s earn 
ings and profits. (Rev. Rul. 581 
I. R. B. 1958-1, 24.) 
Proof of Source of Income: 

Worth Method 

In the case of Holland v. U.S. (1954, 
348 U. S. 121), the Supreme Court had 
promulgated a doctrine that proof by 
the government of a “likely” source of 
unreported income was sufficient to 
convict for tax evasion under the net 
worth method, even though the govern 
ment did not negative all the possible 
nontaxable sources of the net worth 
increase. 

In a recent “per curiam” opinion, it 
points out that the principles enunc: 
ated in the Holland case do not pre 
clude conviction under the net worth 
method where all possible sources of 
nontaxable income are negatived. It 
states: “. . . should all possible sources 
of nontaxable income be negatived. 
there would be no necessity for proof 
of a likely source. . .” (U. S. v. Mas 
sei, S. Ct., 3/3/58.) 
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